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THE CORPORATE INCOME 


RICHARD E. 


Introduction and Background 


N SPITE of intensive study in the 

past decade, the corporate tax struc- 
ture remains one of the most difficult 
and controversial areas in American 
public finance. Current attitudes to- 
ward the corporate tax are still domi- 
nated by the postwar discussions of dou- 
ble taxation of dividends, related “‘ un- 
neutralities,” and alternative proposals 
for structural reform through integra- 
tion of the individual and corporate in- 
come levies. The recent comprehensive 
treatment by Goode * made an impor- 
tant contribution toward shifting this 
emphasis and stimulating thought along 
new, constructive channels. 

Both before and after Korea, the cor- 
poration income tax has not only con- 
tinued to be the instrument of raising 
large amounts of revenue, but has also 
played a major role in economic stabili- 
zation. Double taxation and related is- 
sues have thus entered a period of partial 
abeyance, although some type of in- 


* The author is employed as an economist with the 
Tax Advisory Staff of the Secretary, U. S. Treasury 
Department. The views expressed are his own and 
do not necessarily reflect those of the Department. 


1 Richard B. Goode, The Corporation Income Tax 


(New York: John Wiley & Sons; London: Chapman 
& Hall, Lted., 1951). 


TAX: A RE-EVALUATION 


SLITOR * 


tegration is occasionally advocated as an 
appropriate part of fiscal policy for 
high-level mobilization.” The contro- 
versy may appear merely to be in a state 
of suspended animation, pending the at- 
tainment of more normal conditions. 
However, there are indications that new 
perspectives will modify the approach 
to the question when more active discus- 
sion is renewed. The recent profits ex- 
perience and continuing conceptual 
developments in the fields of macro- 
economic analysis and the theory of the 
firm will require substantial reorienta- 
tion of past thinking. 

With this general justification, the 
present article re-examines some of the 
broad questions relating to the economic 
impact of the corporate income tax and 
its role in the revenue system in the 
light of current trends of analysis. 
Among the specific topics covered are 
the questions of tax rates and incentives, 
wasteful business expenditures, the neu- 
trality doctrine and corporate tax un- 
neutralities, double taxation of divi- 
dends, shifting and incidence, and the 
anti-inflationary effectiveness of the 
corporate tax. 

2See Elmer D. Fagan, “A Fiscal Program for 


High-Level Mobilization,” National Tax Journal, V 
(June, 1952), pp. 124-125. 
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The fiscal significance of the tax lends 
critical importance to the evaluation of 
its performance in the revenue struc- 
ture. Second only to the individual in- 
come tax as a source of federal revenue, 
the corporation income tax alone ac- 
counted for roughly 30 per cent of net 
budgetary receipts of the federal gov- 
ernment in the fiscal year 1952. Com- 
bined corporation income and excess 
profits taxes amounted to $21.5 billion 
or nearly 35 per cent of all federal rev- 
enue. Current estimates indicate that 
for the fiscal year 1953 direct taxes on 
corporations will amount to $24.8 bil- 
lion, or about 36 per cent of total net 
budgetary receipts of $68.7 billion.® 

Despite the fiscal importance of the 
corporate income tax, there continue to 
be basic differences among economists, 
businessmen, and _ other interested 
groups as to its economic effects and 
proper place, if any, in the fiscal system. 
Business attitudes are critical of both the 
level of rates and structure of the tax. 
Theorists tend to regard the uninte- 
grated structure as an irrational element 
in the revenue system, comprising 
mixed elements of differential sales tax- 
ation, discriminatory treatment of a 
particular form of business income, and 
inadequate bringing to account of un- 
distributed profits for tax purposes. In 
the doctrinaire system of such an out- 
standing authority as Simons, there is 
no place for a business income tax as 
such; income accrues only to individ- 
uals; only they have taxable capacity.* 
Yet the inescapable logic of events has 
compelled continuation and extension 
of the existing system of taxation of 
corporate business as such. 


3 Statement of the President reviewing the 1953 
Budget, August 9, 1952. 


4 Henry C. Simons, Federal Tax Reform (Chicago: 
University of Chicago Press, 1950). 
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Tax Rates and Incentives 


Since the defense emergency the level 
of corporate tax rates has taken preced- 
ence over the question of double taxa- 
tion, per se. This involves the impor- 
tant question of what inherent limita- 
tions exist on the level of corporate tax 
rates in the light of business incentives, 
the problem of wasteful expenditures, 
equity effects on stockholders, and di- 
rect impact on available investment 
funds. A significant feature of discus- 
sions over the choice between the excess 
profits tax principle and a general in- 
crease in corporate rates after Korea was 
the apparent preference of many bus- 
ness groups for general corporate rates 
presumably as high as 55 or 60 per cent 
to a selective excess profits tax. This 
attitude doubtless indicated dislike of 
an excess profits tax more than accept- 
ance of corporate income taxation as 
such. Nevertheless, it contrasted with 
earlier sharp opposition to the corporate 
tax even at much lower rates. 

The figure of 50 per cent has some- 
times been regarded as the critical level 
of corporate tax rates. At that rate 
the business and the government share 
as equal partners in net earnings. It is 
frequently contended that beyond this 
critical level incentives would be fatally 
impaired and wasteful expenditure 
practices would flourish. The special 
significance attached to the 50 per cent 
level has no tangible basis but reflects a 
somewhat nebulous psychological ap- 
praisal of investor and management re- 
actions. Instinctive ideas of fairness are 
also said to be violated by rates above 
§0 per cent, a concept of tax limits 
which would presumably apply also to 
the individual income tax. The 50 per 
cent figure appears to be only loosely 
rated to the more objective factors of 
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economic requirements for dividends 
and business savings, and it is not ordi- 
narily linked with the 25 per cent over- 
all effective rate of tax burden which 
the Colin Clark thesis holds will lead to 
inflationary degeneration.° 

In the light of this general attitude, 
the increases in the corporate rate to 
5034 per cent for 1951 and to 52 per 
cent in 1952 might be regarded as hav- 
ing grave significance.° However, their 
importance was partly obscured by the 
higher combined income and excess 
profits rate and possibly by the provi- 
sion for automatic reduction of the 
normal rate by 5 percentage points, ef- 
fective April 1, 1954. It is too early to 
judge fully the results of corporate taxa- 
tion at this level, and the experience 
under emergency conditions would in 
no event be necessarily applicable under 
more normal conditions. Nevertheless, 
no dire consequences have immediately 
emerged. 

Corporate earnings after tax and in- 
vestment expenditures have continued 
at or near record levels. Corporate 
profits before taxes were $42.9 billion in 
1951, leaving about $18.7 billion after 
federal and state taxes. Of the latter 
total, about $9 billion was paid as divi- 
dends while about $9.6 billion was rein- 
vested. Current profit levels (second 
and third quarters of 1952), estimated 
at $40 billion before and $17 billion 


5Cf.; Joseph A. Pechman and Thomas Mayer, 
“Mr. Colin Clark on the Limits of Taxation,” The 
Review of Economics and Statistics, XXXIV (August, 
1952), p. 241. 


®The present 52 per cent general rate for corpo- 
rations compares with the 40 per cent top rate in 
effect during most of World War II and 38 per cent 
for the postwar period 1946-1949. The combined in- 
come and excess profits tax marginal rate of 82 per 
cent compares with the World War II peak of 85.5 
per cent after the 10 per cent postwar credit. 


after tax, appear slightly lower, although 
dividends at about $9.5 billion are higher. 
However, after inventory valuation ad- 
justment for inventory profits of $1.3 
billion in 1951 as against estimated in- 
ventory losses of $1.7 and $.7 billion, 
respectively, in the second and third 
quarters of 1952, recent rates of operat- 
ing profits are comparable to last year, 
in spite of the recent steel strike and in- 
creasing accelerated amortization allow- 
ances. 

At current rates, profits after taxes 
are running at nearly six times the $3 
billion average level for the period 
1936-1939 and about twice the average 
for the war period 1940 through 1945. 
Business expenditures for new plant and 
equipment amounted to $26.3 billion in 
1951 and are estimated at around $27.5 
for 1952, as against $5.5 billion in 
1939." Even after adjustment for price 
increases, these figures throw significant 
light on contentions that high corporate 
tax rates necessarily have a destructive 
effect on business enterprise. 

Most over-all measures of business ac- 
tivity are at or near record levels. 
There is every evidence of a continued 
high or rising economic plateau. More- 
over, the strategic factors most seriously 
considered as potential causes of a future 
downturn are components of the basic 
economic outlook not directly related to 
taxation—adjustments to the leveling off 
of defense expenditures, variations in 
consumer expenditures and saving, and 
the completion of the most urgent busi- 
ness programs for plant modernization 
and expansion. 


7 Current profits and business expenditure data 
from Economic Indicators, October, 1952, pp. 16 and 
21-22. (Prepared for the. Joint Committee on the 
Economic Report by the Council of Economic Ad- 
visers, Washington: U. S$. Government Printing Of- 
fice, 1952.) 
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There is increasing knowledge of the 
effects of taxation on particular types of 
business decisions, but the paucity of 
objective evidence as to the effect of the 
corporate tax on basic investment and 
management incentives makes this one 
of the most difficult aspects on which to 
reach significant conclusions. Much of 
present “ knowledge ” in this area con- 
sists of assumptions and argumentative 
viewpoints. This stems from the in- 
herent difficulty of the subject as well as 
the fact that a large part of economtic 
fact-finding and analysis in the tax area 
is developed or used primarily as an in- 
strument of special pleading. 

Reliable evidence on the motivation 
of corporate management suggests that 
a realistic theory of tax effects on incen- 
tives will be far more complex than that 
of the textbook and tax-hearing testi- 
mony. The important case studies of 
Butters and Lintner in the special area 
of young, growing business indicate the 
importance of nonmonetary incentives 
and the frequent unawareness of tax 
considerations by venturesome entre- 
preneurs in the formative stage of the 
business.* Comparative analyses of the 
internal economics of particular firms 
demonstrate important variations in re- 
sponse to an identical tax and market 
situation, due almost entirely to personal 
attitudes and predilections of dominant 
managers. Katona’s findings indicate 
that corporate management behaves 
primarily and typically as a “ salariat.” 
According to this interpretation, man- 
agement does not strive for a maximum 
profit but for a “ satisfactory ” profit, 
which is apparently one somewhat 


8 J. Keith Butters and John Linter, Effects of Tax- 
ation on Growing Enterprises (Boston: Harvard Uni- 
versity, 1945). 
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higher than the previous year’s or not 
less than that of other firms.® Higher 
profit rates are generally eschewed, ac- 
cording to these findings, because of 
possible adverse effects upon public 
opinion, legislative action, customers, 
and labor. 

How are changes in the dollar level of 
profits due to taxation incorporated into 
the “ satisfactory progressive standard” 
of profits? What implications would 
this standard have with respect to pric- 
ing policy and the incidence of the cor- 
porate income tax, and how would 
varying forms of incidence of the cor- 
porate income tax affect its incentive 
impact? How do windfall elements 
arising from inflationary demand and 
defense expenditures cushion the incen- 
tive impact of high taxes? These are 
illustrative of the specific questions 
which press for answers in a balanced 
appraisal of the incentive question. 

In the absence of more convincing 
knowledge of incentives, allegations of 
destructive effects of business taxes in a 
vigorous full-employment economy tend 
to be heavily discounted as expressions 
of natural resistance to paying taxes. 
Unfortunate as it would be to ride 
roughshod over incentives vital in de- 
termining and allocating supplies of 
scarce factors, including economic 
leadership, it would be intolerable to 
stalemate the task of meeting govern- 
ment expenses in a noninflationary way 
on grounds of doubtful incentive con- 
siderations, where it was possible to 
achieve sound fiscal goals and at the 
same time leave profits after tax near 
peacetime records. 


9 George Katona, Psychological Analysis of Eco- 
nomic Behavior (New York: McGraw-Hill, 1951); 
pp. 202-203. 
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Most objective appraisals accept the 
existing impasse with respect to the 
fundamental incentive aspects and are 
content to say a few sensible, if trite, 
things on the subject and let it go at 
that. However, there remain serious in- 
consistencies and ambiguities in the 
qualitative analysis. Much of the fol- 
lowing discussion will necessarily tread 
familiar ground in the attempt to 
clarify and present new viewpoints. 

The distinction is frequently over- 
looked between true incentive effects of 
taxes arising from their impact on net 
financial rewards and their effects on fi- 
nancial capacity or savings available for 
investment. While incentive response 
depends on having the financial where- 
withal, the two are essentially different. 
Most claims of adverse incentive effects, 
particularly those voiced by small or 
growing businesses, actually are ad- 
dressed to the latter consideration. Fre- 
quently, the most bitter complaints cite 
cases of dramatic business success, the 
problem being that taxes slow the rate 
of pyramiding of investment.’” As 
such, these criticisms merit objective 
analysis, but it is apparent that keen 
concern over available retained earnings 
to take advantage of expansion oppor- 
tunities implies that incentives in the 
true sense are substantially unimpaired. 

Conflicting incentive implications of 
the marginal as opposed to the total in- 
come-compressing effects of taxation 
are generally recognized in the field of 
personal income taxation. But there is 
reason to believe that similar patterns 
prevail in the case of corporations, al- 


10See, for example, Tax Problems of Small Busi- 
ness, Hearings before the Subcommittee of the Select 
Committee on Small Business, United States Senate, 
82d Cong., 2d sess., Part 1 (Washington: U. S. Gov- 
ernment Printing Office, 1952). 
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though the precise content of the moti- 
vation that may tighten corporate man- 
agement efforts as income is squeezed 
and relax them as income increases 
above satisfactory levels may differ from 
that which governs individuals. 

There are differences of opinion as to 
the relationship between the expected 
duration of high tax rates and their in- 
centive consequences. One view is that 
temporary high rates of tax are less 
likely to react adversely on incentives, 
since the long-run outlook for financial 
return is less affected and the momentum 
of good management practices will 
carry through an interim of high taxes. 
On the other hand, high taxes which are 
anticipated to be temporary are said to 
raise special problems since they would 
tend to defer normal investment ven- 
tures and stimulate efforts to reallocate 
income to subsequent lower-tax periods. 


Critics concerned with the adverse 
incentive effects of high corporate rates 
seldom hesitate in the face of uncer- 
tainty about the actual incidence of the 
tax or its relative impact on retained 
earnings and dividends, assuming it falls 
on profits. In some cases such concern 
is expressed by those who, on the one 
hand, conceive the tax to be shifted like 
a sales tax or cost-of-production item 
and, on the other, advocate heavier con- 
sumption taxes to relieve direct taxes on 
corporate profits. If indeed the corpo- 
rate tax operated as an erratic differ- 
ential sales tax, it might create special 
problems of business adjustment, but 
this would require a marked shift in 
prevalent claims that the tax directly 
stifles incentives. 

The relativity of incentive effects of 
given tax rates to prevailing income 
levels, risk, real cost, and other factors 


a 
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is largely ignored in practical discus- 
sions. Incentivewise, the critical level of 
corporate rates depends on the circum- 
stances. The dampening effect of a 
given tax load depends in part on how 
difficult it is to earn profits under exist- 
ing conditions and on what effort and 
risk are involved. Incentive responses 
which may be tough at one time may 
be sensitive under other circumstances. 


With the economy operating at 
forced draft and profit opportunities 
created by high civilian and defense de- 
mands, ‘profits after taxes may still com- 
pare favorably with those under lower 
taxes but more adverse market condi- 
tions. Both the capacity and the will- 
ingness to invest may be fully protected 
in the aggregate by various offsets to 
high tax rates, particularly if tax ad- 
justments are geared to conditions as 
they develop. Competitive motivation 
of business expansion is likely to be 
stronger with a rising market, in spite 
of high taxes, than in the converse situ- 
ation with a static or declining market 
and low taxes. Under such conditions 
it is not realistic to appraise the adverse 
incentive effects of high taxes in terms 
of a stagnating economy. Fortunately 
for fiscal policy, under depressed condi- 
tions when enfeebled incentives might 
be more exposed to the adverse effects of 
taxation, the need for taxes in terms of 
contracyclical objectives would tend to 
be less. 


The foregoing considerations are in- 
deed so obvious that it may be argued 
that the current emergency experience 
with high corporate rates has been 
under such favorable conditions that it 
does not constitute a real test of their 
incentive impact even in the context of 
a full-employment peacetime economy. 
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Fine questions as to what are minimum 
reasonable returns to induce ventures 
are less relevant in an economy where 
normally significant drags, frictions, 
and impediments to full employment 
are overcome by the impetus of large 
defense budgets. Moreover, a substan- 
tial part of fixed capital investment has 
been stimulated and diverted to essential 
defense purposes by means of acceler- 
ated amortization. Recent corporate 
tax increases have fallen to a great ex- 
tent on inflationary profit increases 
which are in the nature of windfalls, 
impervious to tax deterrents. The eco- 
nomic and incentive effects of such 
taxes are not comparable with those of 
simiiar increases applied to a static level 
of profits which would decrease net in- 
come after taxes. 

Macro-economic offsets to the appar- 
ent reduction of private incomes by tax- 
ation open up new incentive implica- 
tions which are only gradually being 
understood. These include not only the 
income-creating effects of balancing ex- 
penditures against taxes on idle savings 
but also the mechanics of income gen- 
eration by which the simultaneous im- 
position of taxes to meet public expend- 
itures inay, under certain conditions, 
increase i tal national income by an 
equal amount. Incentive aspects, like 
the incidence of the actual burden of 
the tax, need to be explored in this 
broader framework, even though this 
approach is not entirely congenial to 
common-sense attitudes. 

The term “investment incentive” 
scarcely appears in Goode’s exhaustive 
and objective analysis in this area." He 
recognizes the complexity of the deter- 
minants of investment and observes that 


11 Goode, op. cit., pp. 111-148. 
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the corporate tax may affect investment 
either via the anticipated return or the 
availability of funds. But the effect on 
the anticipated return may arise from 
immediate repercussions on_ general 
market demand (compared with those 
of alternative revenue sources) as well 
as from the direct impact on profits re- 
maining after tax. Because of its rela- 
tively light impact on consumer demand 
as compared with major alternatives— 
the individual income tax and the ex- 
cises—and its immediate burden on in- 
vestor rewards or retained earnings, the 
corporate income tax epitomizes the 
clash between the consumer-purchasing 
power and investor-incentive approaches 
to the task of creating a favorable en- 
vironment for enterprise. The macro- 
economic view may help resolve this 
conflict by pointing to the considera- 
tion, gradually receiving more adequate 
attention, that a tax on purchasing 
power may reduce disposable profits and 
volume of production as much or more 
than a direct tax on corporate earnings. 

The full implications of the incentive 
problem are not disclosed by case studies 
or the internal economics of the firm, 
due to the differing impact of taxes 
from the standpoint of the individual 
firm and its actual effect on the econ- 
omy as a whole. From the social stand- 
point, a tax which falls on idle savings 
or inflationary excess is costless. To the 
extent taxes fall on excess business sav- 
ing, they may not actually cut down 
aggregate profits; to the extent they 
curtail inflationary business spending, 
they may not decrease real investment. 
These facts may run counter to every- 
day notions, but they are vital to the 
understanding of the economic role of 
corporate taxation. In a society which 
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relies on atomistic incentives, it is gen- 
erally futile to exhort the individual to 
act voluntarily contrary to his own in- 
terests in furtherance of a social end. 
Nevertheless, if taxes are acceptable be- 
cause they are the means of paying for 
necessary expenses, they should be more 
acceptable if they produce tangible re- 
turns in the form of a more prosperous 
and stable economy. 

Freedom from taxation for a particu- 
lar firm while enjoying the benefits of 
generally imposed taxes would give the 
exempt firm the best of two possible 
worlds. But, accepting the full implica- 
tions of uniform taxation, the apparent 
burdens on the particular taxpayer may 
be subject to substantial compensation 
in the form of income creation or stabi- 
lization. In short, the choice between 
different taxes and resulting different 
economic environments (and profits) 
may normally favor substantial taxes on 
profits, in terms of the enduring pros- 
perity of the taxpaying unit as well as 
the entire economy. 


Wasteful Business Expenditures 


Some recent views on the impact of 
high corporate tax rates have recognized 
the changed nature of the incentive ~ 
problem and its relationship to economic 
stabilization under current conditions. 
The traditional objection to heavy pro- 
gressive income or business taxes has 
been that they tend to destroy incen- 
tives essential to production, risk-tak- 
ing, and investment and thus bring on 
depression, unemployment, and defla- 
tion. In view of its inapplicability 
under conditions of general inflationary 
pressures, this viewpoint has been re- 
vised. The danger is conceived that 
high tax rates would, instead of having 
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the desired deflationary effects inherent 
in taxation, become an engine of infla- 
tion. The practical conclusion would 
appear to be that unless incentives are 
effectively insulated from the tax bur- 
den, an increase in savings or a curtail- 
ment of the defense program are the 
only alternatives to serious inflation.” 

Leaving aside the political and psy- 
chological refinements of the Colin 
Clark thesis, the economic interpreta- 
tion of inflationary effects of high cor- 
porate rates appears to stem from two at 
least partly contradictory views of their 
impact on business expenditures and 
risk-taking. One is the idea that rising 
corporate taxation, unless accompanied 
by rising depreciation allowances and 
various tax-exemption incentive fea- 
tures, would reduce investment and out- 
put and thus contribute to inflation by its 
adverse effects on the supply side. This 
would appear to rest on special and not 
necessarily realistic assumptions as to the 
net effect on prices of a reduction of in- 
vestment, output, and accompanying 
factor incomes. The other view relates 
to the alleged effect of high marginal 
rates of corporate taxation in stimulat- 
ing so-called wasteful business expendi- 
tures. Both are at variance with an- 
other pessimistic view of the limitations 
of the taxing power which holds that 
the real dilemma of fiscal policy is that 
it cannot be utilized to the full extent 
needed for price stability without creat- 
ing unemployment at a time when that 
might be more disadvantageous than 
price inflation. 

Although essentially a peripheral as- 
pect of the basic incentive problem, the 
effect of high rates on business expendi- 


12 See John H. Williams, ‘An Economist’s Con- 
fessions,”” American Economic Review, XLII (March, 
1952), pp. 18-19. 
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ture practices merits careful attention, 
Under high tax rates the deduction of 
such expenditure shifts a substantial 
fraction of the cost to the government, 
Where some indirect or future benefit 
may be obtained, the net private cost is 
correspondingly low. Among the items 
considered peculiarly susceptible to tax- 
saving incentives are advertising bud- 
gets, executive compensation, research 
and development programs, and chari- 
table contributions." 

The possibility of inflationary leak- 
ages and tax avoidance through s0- 
called wasteful expenditures was fre- 
quently cited as a practical barrier to 
high marginal rates. On the other 
hand, once the emergency rates were 
adopted, various counsellors urged busi- 
nessmen to re-examine their policies to 
uncover every available opportunity to 
acquire capital assets or divert profits 
under the guise of deductible expense, a 
high proportion of which would be 
borne by the government. 

Many of the specific outlets urged 
constitute risk ventures. It is implied 
that by taking thought and observing 
prescribed rituals, the Treasury could 
be converted into a “ benevolent part- 
ner.” Some businesses have specifically 
rejected these suggestions as counsels of 
profligacy. They point out that the 
larger over-all load increases the im- 
portance of each remaining income dol- 
lar and necessitates greater vigilance 
against waste or ill-calculated risk. 
There is little basis for a less conserva- 
tive position since a given rate of tax 
reduces the taxpayer’s share of outlay 


13 With reference to the charitable contribution 
item, see Beardsley Ruml and Theodore Geiger, Th 
Five Percent, National Planning Association Pamphlet, 
1951, and The Manual of Corporate Giving, edited 
by Beardsley Ruml and Theodore Geiger (Washing- 
ton: National Planning Association, 1952). 








OL. V 


tion. 
on of 
intial 
nent. 
*nefit 
Ost is 
items 
tax. 
bud- 
earch 
hari- 


leak- 


fre- 
er to 
other 
were 
busi- 
es to 
ty to 
rofits 
ise, a 


d be 


irged 
plied 
rving 
sould 
part- 
cally 
Is of 


im- 

- dol- 
lance 
risk. 
erva- 
f tax 
utlay 


bution 
r, The 
nphlet, 

edited 
ashing- 





No. 4] CORPORATE INCOME TAX 297 


and return proportionately, leaving the 
ratio of return to expenditure, both 
computed ex-tax, unchanged. 

In this connection, the Commissioner 
of Internal Revenue has made it clear 
that excessive and unreasonable business 
expenditures claimed as tax deductions 
would be scrutinized carefully to pre- 
vent tax avoidance and abuse.’* Pri- 
vate tax practitioners have also urged a 
cautious attitude on the part of business 
toward the temptation to make uneco- 
nomic or wasteful outlays on the as- 
sumption that the cost would be met by 
“cheap tax dollars.” * 


The net impact of corporate income 
and excess profits tax rates on business 
expenditure practices will doubtless 
vary in particular cases. A question- 
naire survey of about 1,500 business 
firms undertaken in 1950 by the Re- 
search Institute of America disclosed 
that only about one-sixth of those sur- 
veyed felt that a 50 per cent rate would 
make management more inclined to 
undertake expenditures on the basis of 
tax consequences rather than business 
policy. It also indicated that business 
generally held the view that the infla- 
tionary effect of taxes on business ex- 
penditures would not become marked at 
rates up to 70 per cent, approximately 
equal to the present top effective rate of 
combined income and excess profits tax 
liabilities.’® 

Some observers have presented high 
tax rates in the guise of a potential sub- 


14 Statement of the Commissioner of Internal Rev- 
enue, Bureau of Internal Revenue Press Release, dated 
February 26, 1952. 


15 See, for example, Merle H. Miller, “ How Cheap is 
the 18-Cent Dollar? ”, Fortune (November, 1951). 


16 Statement of Leo Cherne, Executive Secretary, 
Research Institute of America, Inc., Excess Profits 
Tax on Corporations, 1950, Hearings before the Com- 
mittee on Finance, U. S. Senate, 81st Cong., 2d sess., 
pp. 121-124. 


sidy encouraging better service, better 
coverage, better inventory stocks, in- 
creased advertising and promotion, re- 
search and experimental work, and 
similar semicapital outlays which could 
be expensed or amortized rapidly." 

One of the paradoxes of the “ benev- 
olent-partner ” approach is that it is 
sometimes asserted by those who feel 
sure that corporate taxes are merely an- 
other business cost shifted to consumers 
or suppliers. Anyone must be incredu- 
lous, however, toward the prospect of 
the same tax dollar being simultaneously 
charged to consumers and spent for cor- 
porate development purposes at gov- 
ernment expense. 

Unless they constitute mere disguised 
remuneration or distribution of earn- 
ings in the form of various perquisites 
for executives or stockholders, unusual 
expenditures to be advantageous to the 
taxpayer must in fact be some form of 
investment. There would be no intelli- 
gent purpose in wasteful expenditures 
for their own sake without hope of ac- 
quiring additional deferred or partially 
exempt income, reallocating income to 
future lower-tax years, or building up 
an ultimately valuable asset.’* Critical 


17 Statement of Beardsley Ruml, Business Commit- 
tee on Emergency Corporate Taxation, Excess Profits 
Tax on Corporations, 1950, Hearings before the Com- 
mittee on Finance, U. S. Senate, 81st Cong., 2d sess., 
pp. 109-121. 


18 This presupposes a special inducement to such 
expenditures if the high rates are regarded as tempo- 
rary. The viewpoint expressed here contrasts, how- 
ever, with Goode’s conclusion that “ Prudently man- 
aged firms will try to prevent lax and inefficient 
practices from becoming imbedded in their cost 
structures in order to maintain their long-run com- 
petitive position, even when the short-run effect on 
profits after tax is minor... . Of course, if high 
marginal tax rates come to be regarded as more or 
less permanent, customary safeguards against inflated 
costs may slowly weaken.” Richard Goode, “ Anti- 
Inflationary Implications of Alternative Forms of 
Taxation,” American Economic Review, Papers and 
Proceedings, XLII (May, 1952), pp. 147-160. 
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scrutiny indicates that the temptation 
to make such expenditures has been 
grossly overemphasized. Their attrac- 
tiveness from the tax standpoint would 
presuppose the ability to masquerade 
capital outlay as current expense, a form 
of tax evasion which is normally quite 
limited. 


Corporate Tax Unneutralities and the 
Neutrality Doctrine 


The doctrine of tax neutrality, par- 
ticularly in its application to the cor- 
porate area, has enjoyed a considerable 
vogue. Although of general theoretical 
application, it has been concerned pri- 
marily with what are termed unneu- 
tralities imbedded in the present corpo- 
rate tax structure.’® These include such 
now familiar aspects as differential 
treatment of distributed and undistrib- 
uted earnings, corporations and partner- 
ships, dividends and other investment 
income, corporations which are and are 
not in a position to distribute a major 
part of earnings as salaries, and the al- 
leged discrimination in favor of debt as 
against equity financing. 

As originally formulated, the neu- 
trality criterion required that a tax 
should not alter the allocation of eco- 
nomic resources or distort business ar- 
rangements.”” The heroic requirements 


19 See Preliminary Report of the Committee on the 
Federal Corporate Net Income Tax, National Tax 
Association, Proceedings of the Forty-second National 
Conference, 1949, pp. 437-470; Final Report of the 
Committee on the Federal Corporate Net Income 
Tax, National Tax Association, Proceedings of the 
Forty-third National Conference, 1950, p. 54; and 
Harold M. Groves, “ Revision of the Corporation In- 
come Tax,” National Tax Association, Proceedings of 
the Fortieth National Conference, 1947, p. 99. 


20 See Report of Committee of the National Tax 
Association on the Taxation of Transportation, Carl 
S. Shoup, Chairman, National Tax Association, Pro- 
ceedings of the Thirty-ninth National Conference, 
1946, pp. 71-103. 
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of such a standard as applied to a rey- 
enue instrument of the magnitude of 
the corporate tax are apparent. A less 
exacting concept of neutrality has been 
defined as impartiality or the particular 
aspect of tax equity consisting of equal 
treatment of similarly situated tax- 
payers.*! Deviations from neutrality 
are sanctioned, however, provided they 
are deliberate and for an adequate pub- 
lic purpose. 

One would indeed be insensitive to 
crudities or inequities in taxation to 
deny substance to many of the particu- 
lar points developed by the neutrality 
school. Nevertheless, the general prin- 
ciple of tax neutrality seems a will-o’- 
the-wisp. It is inconceivable that rev- 
enue goals associated with modern 
budgets could perform the essential 
functions of diverting needed resources 
to government use without altering the 
relative proportions and allocation of 
those remaining for private use. This is 
true of any particular tax of the magni- 
tude of the corporate tax or, indeed, of 
any revenue source which is a part of 
modern tax structures. In a_ sense, 
therefore, the pure idea of tax neutral- 
ity may seem hostile to the fundamental 
purpose of taxation: to provide the fi- 
nancial counterpart of a reallocation of 
resources as between private and public 
use in accordance with the determined 
needs of the community. However, the 
actual position of the neutrality school 
would seem to be that, after financing 
the preemption of resources needed for 
public use, the tax system should not 
affect the private allocation of the re- 
mainder (other than the normal read- 
justment to the new proportions), 

21 See Harold M. Groves, “ Neutrality in Taxa- 


tion,” National Tax Journal, 1 (March, 1948), pp 
18-24. 








Wi 
at 


1. V 


rey- 
le of 
\ less 


cular 
>qual 
tax- 
ality 
they 
pub- 


re to 
n to 
ticu- 
ality 
orin- 
1-o’- 

rev- 
dern 
ntial 
Irces 


1 of 
nis is 
gni- 
1, of 
t of 
nse, 
tral- 
ntal 
e fi- 
n of 
tblic 
ined 
, the 
hool 
cing 

for 
not 
re 
ead- 


ns), 


Taxa- 





No. 4] CORPORATE INCOME TAX 299 


through discriminations as between 
alternative forms of business organiza- 
tion, varying degrees of capital intensity, 
large versus small scale, different direc- 
tions of consumer choice, and the like. 


Neutrality proponents admit the de- 
sirability of intended discrimination or 
unneutrality in favor of action or inac- 
tion considered in the public interest. 
They might conceivably welcome, for 
example, accelerated depreciation, ex- 
pensing of various types of capital out- 
lays, or special favorable treatment of 
small business. But even traditional tax 
theory might favor the encouragement 
of desirable economic effects and the 
avoidance of undesirable ones wherever 
consistent with equity or other major 
objectives. In practice, therefore, the 
neutrality objective may boil down to 
an appraisal of the economic effects of 
taxation with a view to structural ad- 
justments to avoid undesirable repercus- 
sions. In these general terms, it merely 
elaborates and stresses widely accepted 
principles. Pushed further, it embodies 
a form of doctrinaire abnegation with 
respect to the inevitable regulatory ef- 
fects of taxation or the self-deceptive 
belief that the tax system should be de- 
signed to operate as though it was not 
there. None of the productive factors 
or their distributive shares could be neu- 
tral in the latter sense. In view of the 
inevitability of the economic effects of 
large tax requirements, many of which 
can be justified only by the important 
public purpose of revenue adequacy, a 
futile attempt at neutrality would en- 
mesh the tax-making process in endless 
difficulties. 

Since all feasible alternative sources 
of revenue have unneutralities which 
would be aggravated by disproportion- 
ate use, one would expect the neutrality 


school to recognize diversity as an im- 
portant practical means of greater neu- 
trality. Unneutrality is indeed such an 
inherent feature of the selective excises 
that they are defended by a neutrality 
proponent only “in the name of legiti- 
mate social purpose—namely, adequate 
revenue at minimum cost of collection 
and public reaction.” ** This would ap- 
pear to be a sufficiently flexible criterion 
to justify substantial business income 
taxation. The other major alternative 
—individual income tax—has been 
termed a subsidy on leisure and liquidity. 
The treatment of various kinds of im- 
puted income and deduction items 
under the individual income tax are also 
important technical sources of difficulty 
in applying the strict neutrality canon. 
These . points illustrate some of the 
weaknesses of singling out the corporate 
income tax on neutrality grounds. 

Although the skepticism expressed 
here with respect to the desirability or 
feasibility of the neutrality standard is 
probably widely shared, many of the 
particular criticisms directed at the so- 
called unneutrality of the corporate in- 
come tax have been widely accepted. 
One of these is the alleged premium on 
bond financing, due to double taxation 
of dividends. 

Extensive empirical studies have dis- 
closed no measurable effects on corpo- 
rate financial policy of the alleged bias 
in favor of debt financing. In spite of 
higher tax rates, there has been no dis- 
cernible trend toward debt as against 
equity financing.** This has fre- 
quently been ascribed to the aversion to 


22 Groves, op. cit., p. 21. 


23 See, for example, Goode, op. cit., p. 137, and 
George E. Lent, “ Bond Interest Deduction and the Fed- 


eral Corporation Income Tax,” National Tax Journal,” 


II (June, 1949), p. 141. Although Lent believes there 
(footnote concluded on following page) 
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debt, although it would seem that this 
would be counterbalanced by reluc- 
tance to dilute equity by external fi- 
nancing. The predominance of internal 
financing, particularly in recent years 
of high rates of retention, has left rela- 
tively narrow scope for choice between 
debt and outside equity methods. 

The deductibility of various cost or 
service items necessarily leads to a differ- 
ent over-all tax result depending on 
whether furnished by the owner of the 
business or outside suppliers under any 
net income tax. Whether this differ- 
ence would distort financial decisions 
depends primarily on the degree of com- 
munity of interest between owners or 
shareholders and lenders or suppliers. 
Where such community of interest ex- 
ists, special arrangements of the capital 
structure may be sought as a tax avoid- 
ance device, without having general 
economic significance. 

The alleged tendency toward debt fi- 
nancing in the case of publicly held 
corporations is frequently misconceived 
as a specific tax inducement to owners 
or managers. The implied interest of 
corporate managers in sparing outside 
bond investors a corporate tax on their 
investment earnings is, of course, a fic- 
tion. The motivation towards bond fi- 
nancing seems more real if described as 
the desire for “ cheaper financing ” or 
tax savings for the business by diverting 
profits needed to raise capital in the 
form of deductible interest. But similar 





is evidence of declining importance of preferred stock 
as against common stock, due to tax pressures, this 
would not seem to be directly due to double taxation 
of dividends since it would merely reflect reluctance 
on the part of equity owners to assume tax liability 
for a preferred equity group. See also, Dan Throop 
Smith, Effects of Taxation on Corporate Financial 
Policy, Graduate School of Business Administration 
(Boston: Harvard University, 1952). 
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motives could be attributed to pro. 
prietors or partners under the individual 
income tax and are not peculiar t 
overlapping taxation of dividends. 

A more accurate view of the alleged 
bias toward debt sees it in terms of the 
attitude of outside investors, reflected in 
a preference for debt securities which 
constitute a kind of prior lien on income 
before taxes. Other things being equal, 
this would enhance the salability of 
bonds as compared with stocks, al- 
though there would be compensating 
advantages, tax and otherwise, for cor- 
porate equities. In any event, this 
would be only one of many factors af- 
fecting security markets.** But this 
analysis treats the problem in too nar- 
row terms. It overlooks the tendency 
of the corporate tax to lower the gen- 
eral yield of both stocks and bonds 
There is no reason to believe that under 
the lower general yield structure, even 
with a reduced differential between 
stock and bond yields, demand for 
bonds will necessarily be greater. The 
absolute reduction of bond yields may 
actually enhance the relative demand 
for stocks. 


Any tendency toward increased us 
of debt tends to be self-correcting. For 
if corporate managers choose the debt 
method they are, paradoxically, increas- 
ing the “leverage ” of the stockholders 
equity and thus its profit potentiality, 


24 Indeed, the alleged dearth of equity capital # 
compared with loan funds has been attributed to 
variety of factors other than double taxation of 
dividends, such as individual surtaxes on high-income 
groups alleged to provide the bulk of risk capital 
institutionalization of savings, margin requirements 
liquidation of stocks by estates, and a supposed shift 
in income distribution toward groups not inclined ® 
invest in stocks. See Stanley L. Miller, “* The Equity 
Capital Problem,” Harvard Business Review, XXVI, 
No. 6 (November, 1948), pp. 671-679. 
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subject to the unintegrated tax which 
the debt financing was presumed to 
avoid. This would tend to restore the 
balance. 

These considerations may help ex- 
plain the failure of empirical studies to 
disclose a trend toward corporate debt 
financing. 


Double Taxation of Dividends 


Among the various corporate tax 
unneutralities, the major target of 
criticism has been treatment of divi- 
dends under the present method of co- 
ordination of the individual and corpo- 
rate taxes. The unintegrated corporate 
tax structure has been charged un- 
stintingly by its critics as being an in- 
equitable component of the revenue 
system and prejudicial to investment in- 
centives. The criticism on the grounds 
of equity has been advanced both by 
those who believe the corporate income 
tax to be shifted like a sales tax to con- 
sumers and by those who treat it pri- 
marily as a tax on stockholders. The 
former charged undue regressiveness; 
the latter, undue and distorted progres- 
sion. The distortion is variously traced 
to three factors: (1) the cushioning ef- 
fect of the implicit deduction or exclu- 
sion of corporate tax from individual 
income, which results in a lesser impact 
from double taxation the higher the in- 
come of the stockholder, (2) the pre- 
mium which the present system fre- 
quently places on retention of corporate 
earnings subject to a single flat-rate tax, 
and (3) the taxation at source of low- 
income stockholders. 

Various offsetting considerations have 
been pointed out from time to time in 
clarifying the double taxation issue: (1) 
double taxation occurs only in the eco- 
humic sense since the corporation and 
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the shareholder are separate legal per- 
sons, (2) even from the economic 
standpoint it hinges on the uncertainties 
of incidence; moreover, the shareholder 
may be unaware of the corporate tax, 
while corporate management may ig- 
nore the individual’s tax on his divi- 
dends, (3) the extent of double taxa- 
tion is less than commonly thought since 
a substantial portion of dividends is 
received by tax-exempt organizations 
and persons below the exemption level; 
moreover, the equity problem may be 
greatest in the latter situation where 
there is no double taxation as such, (4) 
the uncoordinated structure does not re- 
sult in differentially higher taxation of 
business income in the case of many small 
and medium-size businesses with high 
rates of retention and shareholders in 
high personal income brackets, and (5) 
only individuals owning stock at the 
time the corporate tax was imposed or 
increased are really affected by double 
taxation; subsequent investors acquire 
stock at prices presumably giving a 
satisfactory expected yield in compari- 
son with alternative investment oppor- 
tunities. As some of the above points 
suggest, the alleged inequities encom- 
passed by the double taxation slogan 
were more accurately attributable to 
the combined effects of (a) taxation of 
corporate earnings at source under a 
relatively high proportional rate, and 
(b) exemption of retained earnings 
from individual income tax except for 
their possible inclusion in realized cap- 
ital gains. The limited range of double 
taxation of dividends is only an aspect 
of the wider problem. 

Specific proposals generally were de- 
signed to integrate with varying ac- 
curacy the corporate and individual 
taxes with respect to dividends, while 
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retaining the flat corporate rate on un- 
distributed profits. Those which pro- 
vided dividend exemptions at the in- 
dividual level also disregarded the 
equity problem of the low-income in- 
vestor. Full integration through the 
partnership approach—the only method 
of completely eliminating the tax effects 
of the corporate form—received scant 
attention, except for small companies. 
All these proposals recognized in 
varying degree the problems of (1) 
how to replace the resulting revenue 
loss, (2) how to deal with possible 
windfalls to current holders of corpo- 
rate equities due to capitalization of the 
tax, and (3) how to bring retained cor- 
porate earnings fully to account for tax 
purposes. But they rested logically on 
two related assumptions: (1) that the 
tax is borne by stockholders and (2) 
that it is essentially a supplement to the 
individual income tax. In general, they 
shirked coming to grips with the com- 
plex questions of incidence and imputa- 
tion of tax on retained profits and how 
to provide adequate recognition under 
the tax system of the economic impor- 
tance of corporations as prime income 
recipients in a high-level economy. 


While not always firm or consistent 
on the question of shifting,”° most 
critics of the present structure give 
short shrift to the idea of business taxa- 
tion as such and consider only some 


25 The minority of integration proponents who 
held the tax was shifted as a sales tax neglected to 
consider whether the amount supposedly shifted was 
the entire tax or merely the net differential, if any, 
due to double taxation (after allowance for the pos- 
sible advantage of the flat corporate tax on retained 
earnings). The amount of such differential is vari- 
able and practically indeterminable in the case of 
most large corporations. Shifting of the entire tax, 
on the other hand, would not only relieve double 
taxation of dividends but would result in complete 
tax exemption of retained earnings. 
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form of tax on undistributed profits as 
a rational part of the system. In the 
past, intellectual support for busines 
taxation has comprised the traditional 
justifications based on the separate abil- 
ity, benefits, or privileges of the corpo- 
rate entity, alleged need for control of 
persistent monopoly elements in corpo- 
rate profits, and the difficulties of other. 
wise integrating the corporate and in- 
dividual income levies.** The more 
practical considerations which have 
governed continued reliance on _ the 
present system of corporate taxation are 
its revenue productivity, contribution 
to diversification, administrative con- 
venience, and the traditional presump- 
tion in favor of an established tax. 

A new approach, exemplified by 
Goode,”* emphasizes the effect of the 
corporate tax on national income and 
employment, and it applies the basic 
test of consistency with the ultimate 
goals of fiscal policy. On this compre- 
hensive basis Goode assigns a relatively 
low priority to the adoption of methods 
of general integration of corporate and 
individual income taxes to eliminate the 
so-called double taxation of distributed 
profits, with the possible exception of 
the partnership option for small firms.” 
This constitutes a sharp break with the 
consensus prevailing during the postwar 
period. 

Goode’s approach stresses the ability 
of the corporate income tax to encour- 
age full production by absorbing re- 
dundant corporate savings, the related 
compatibility of the corporate tax with 


26 See Harold M. Groves, Postwar Taxation and 
Economic Progress, Committee for Economic Devel- 
opment Research Study (New York: McGraw-Hill, 
1946), pp. 20-27. 

27 Goode, op. cit. 


28 [bid., p. 217. 
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an over-all burden distribution designed 
to encourage consumption, and the en- 
couragement to investment through the 
certain stimulus of broad consumer 
markets as against narrower conceptions 
of a tax environment favorable to in- 
yestment. In addition, considerable at- 
tention is given to the corporate tax in- 
strument as a contracyclical stabilizer 
since the volatility of the corporate 
profits base as compared with income or 
consumption affords unusual built-in 
flexibility.” 

If the broader approach just outlined 
has neglected anything, it has been the 
implications of an economy in which 
profits are in large part dependent on 
and sustained by broad national policies 
designed to maintain stable high levels 
of employment and output. A salient 
lesson of modern monetary and general 
equilibrium theory is that, whatever 
their particular functions in rewarding 
investment risk and efficiency and in al- 
locating the factors of production, 
profits in the aggregate are governed by 
the balance between private investment 
and government expenditures on the 
one hand and savings and taxes on the 
other. Thus, the level of net profits for 
the economy as a whole is, in a special 
sense, determined by over-all credit and 
fiscal policy. A tendency toward an 
excess of saving plus taxes over invest- 
ment plus government expenditures 
gives rise to “‘ windfall losses,” the ef- 
fect of which is to reduce aggregate net 
profits by a corresponding amount. On 
the other hand, an excess of investment 
plus government expenditures over 
combined taxes and savings produces 
“windfall gains,” or a corresponding 
increment in profits. 


*9 Ibid., pp. 25-43, and 203-217. 
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Corporate incomes, which in a sense 
are the creature of monetary and fiscal 
policy, in turn occupy a strategic posi- 
tion in the sequence of price, profits, 
and income-cost inflation (or defla- 
tion). Business responses to profit 
changes are important in determining 
the cumulative reactions and income- 
cost adjustments which ensue. Business 
will have the “ alternatives ” of varying 
production or prices. Profit changes 
may be incorporated into costs and in- 
comes by bidding up factor prices 
(meeting wage and supplier demands). 
Business may absorb persisting profit 
changes by adjustments of dividends or 
retained earnings. It may “ finance ” 
losses by borrowing, drawing down cash 
holdings, or selling assets. 

These considerations underscore sev- 
eral potential advantages of profits tax- 
ation: 

1. It may help give the economy 
greater resilience and resistance to 
shock. Profits after taxes will vary less 
than total profits. To the extent unde- 
sirable profit changes are absorbed by 
the revenues while government expend- 
itures remain the same, an unsought in- 
flationary or deflationary sequence may 
be terminated at the point where it is 
most clearly reflected and before it 
spreads to costs and other incomes. 

2. Taxation of corporate profits as 
such may buttress fiscal, monetary, and 
credit policies by helping to mop up or 
recapture windfall profit increases due 
to net disparities between savings and 
investment, government receipts and 
expenditures. The penalties of error, 
particularly overshooting the mark, are 
less serious with a backstop in the form 
of the corporate income tax. 

3. Since it cushions variations in 
profits after tax, the corporate income 








304 NATIONAL TAX JOURNAL 


tax may help combat the one-way ri- 
gidity of prices (stickiness downward, 
flexibility upward). Thus, it may help 
direct expansion trends into volume in- 
creases and convert contractionist ten- 
dencies into mere price changes. 


Shifting and Incidence 


The answer to the question of who 
actually sustains the burden of the tax 
would throw significant light on all the 
other related issues of equity and eco- 
nomic effect, including double taxation 
of dividends, impact on investment in- 
centives, and supply of equity funds. 
Progress has been made toward more 
comprehensive and realistic concepts of 
shifting and incidence. But at each step 
of the advance new vistas have opened 
up, increasing the complexity of the 
problem. Present incidence theory, 
with respect to both the corporate tax 
and taxation generally, is in a state of 
transitional confusion. 

The consensus appears to remain, 
however, that the major incidence, as 
ordinarily understood, is on corporate 
profits. Whether that is equivalent to 
incidence on stockholders raises impor- 
tant secondary questions relating to the 
extent of absorption of the tax from re- 
tained earnings rather than dividends 
and the imputation of retained earnings 
to stockholders’ income. Some regard 
imputation as valid, consistent with the 
idea that the corporation has no inde- 
pendent taxpaying capacity apart from 
its shareholders, while others consider it 
a fictitious procedure.*® Actually, the 
validity of imputing retained earnings 


30 Cf., Distribution of the Tax Burden, Memo- 
randum submitted to the Canadian Senate Standing 
Committee on Finance, June 12, 1952, by the Cana- 
dian Tax Foundation. Tax Bulletin, Canadian Tax 
Foundation, II (July-August, 1952), pp. 198-199. 
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as income to shareholders would vary 
widely from the closed corporation in 
which they are indistinguishable from 
the owners’ personal savings to special 
situations in which they may be held 
akin to operating costs. 


The problem is also partly one of 
definition, since the answer to the inci- 
dence question will vary depending on 
whether the scope of analysis stops with 
the short-run price and output decisions 
of the firm, extends to the long-run ad- 
justment of capital investment, or is 
elaborated to include broad economic 
effects on aggregate employment and 
level of income. The latter requires 
basic recasting of traditional incidence 
concepts originally designed to apply to 
such limited problems as tracing the 
burden of a particular commodity ex- 
cise to its ultimate bearers. The broader 
approach prevents a single clear-cut 
conclusion since the economic adjust- 
ments affecting incidence would vary 
with the type of business, market and 
competitive conditions, and the general 
economic outlook. It also blurs the 
logical concept of incidence since it in- 
troduces a possible divergence between 
the social and the apparent private bur- 
den of a tax. 


The field of corporate tax incidence is 
currently occupied by three recognized 
views: the traditional theory, its modern 
criticism, and the aggregate-demand ap- 
proach advanced by Goode. The tradi- 
tional theory holds that the corporate 
income tax cannot be shifted either by 
a competitive business or a monopoly. 
This theory rests on the assumption of 
profit-maximizing behavior and_ the 
concept of price and output determina- 
tion based on the equalization of mat- 
ginal cost and a marginal revenue. At 
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this point of equalization there is no in- 
crement of profits or profits tax. Con- 
sequently, the tax, whether or not 
treated as a cost, will have no effect on 
the short-run price or output decisions 
of a rational producer. For the long 
run, the traditional theory by and large 
rejects the idea of shifting on the 
grounds that a universal tax applicable 
to the dominant form of enterprise 
would not affect the general supply of 
capital, although it might have some 
relative price effects as between areas of 
enterprise depending on the importance 
of the corporate form. 

Modern criticism has given greater 
emphasis to possibilities of short-run 
shifting which the traditional theory 
only incidentally recognized and has ad- 
vanced new ones based on the nuances 
of imperfect or monopolistic competi- 
tion and institutional business be- 
havior.** If accepted, this type of criti- 
ci tends to restore what was once 
considered a crude view—that the cor- 
porate tax is immediately added to price 
like a specific excise. 


Basically, these criticisms question the 
underlying assumption of profit-maxi- 
mizing adjustments of price and output 
by the firm. One aspect relates to so- 
called ‘“‘ administered-price areas” in 
which potential monopoly power is not 
fally exploited and prices might be 
nudged higher by corporate tax increases. 
An instance of this is so-called “ stay- 
out” pricing, designed to discourage 
competitive entry. Attention is also 
given to average-cost-plus-mark-up or 
similar formula pricing, which would 
include income tax in the pricing base. 


31 For a discussion of a number of these matters, 
see Carl §. Shoup, “‘ Some Considerations on the Inci- 
dence of the Corporation Income Tax,” The Journal 
of Finance, VI (June, 1951), pp. 187-196. 
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Doubt is expressed that firms want to 
maximize profits or that if they did 
they would know how to do so on the 
basis of their cost and market informa- 
tion systems. Consequently, the theo- 
retical profit-maximizing behavior is 
supplanted by various rules-of-thumb 
which may or may not actually ap- 
proximate maximum profits in some 
time period or other.** Routinized re- 
sponse to anything, including taxation, 
which impinges on profit is also alleged 
to induce shifting in the sense of higher 
prices. Still a different view is that a 
fair market return on equity working 
capital is frequently an important vari- 
able cost which would be affected by 
taxation even in the short run. 

While these considerations tend to 
establish possible mechanisms for shift- 
ing, their proponents also recognize a 
number of difficulties and reservations. 
Since the tax will vary as a per cent of 
sales from one firm to another,** precise 
shifting would necessitate price differ- 
ences or product differentiation. Since 
additional profits are themselves taxable, 
the higher the tax the greater the in- 
centive but the more difficult it is to 
pass the tax on; moreover, a price ad- 
justment which adds the tax to the con- 
sumer’s bill will not necessarily maintain 
profits after tax, while one which shifts 
the tax in the sense of maintaining 
profits after tax would involve a mul- 
tiple burden on the consumer. The 
possibility of shifting apparently open 
to the individual firm or industry may 


32K. E. Boulding, “Implications for General Eco- 
nomics of More Realistic Theories of the Firm,” 
American Economic Review, Papers and Proceedings, 
XLII (May, 1952), pp. 35-36. 


33 See Carl S. Shoup, “Incidence of the Corpora- 
tion Income Tax: Capital Structure and Turnover 
Rates,” National Tax Journal, I (March, 1948), 
pp. 12-17. 
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prove to be an illusion because of differ- 
ences between its limited viewpoint and 
the over-all economic realities where a 
general tax applies. 


In addition to these difficulties, the 
limits of the zone in which these shift- 
ing mechanisms operate are highly un- 
certain. In particular, one may wonder 
whether so-called “‘ administered ” prices 
are not as frequently above as below the 
point of maximum profits. Conse- 
quently, the modern criticism probably 
represents more of a theoretical than a 
practical triumph over the traditional 
doctrine. 


Goode’s contribution relates to the 
role of aggregate demand in effectuating 
or blocking forward shifting of the cor- 
porate tax, with particular reference to 
the effects of a long-run restriction of 
investment. He asserts that for the in- 
vestment mechanism to induce shifting, 
it would be necessary to restrict output 
and raise prices. However, a decrease 
in investment would be incapable of 
raising prices unless it also increased ag- 
gregate effective demand, whereas the 
contrary result of lower employment 
and price deflation is more likely. 

Orthodox equilibrium theory might 
argue that the essence of shifting is a 
change in relative commodity and 
factor prices which might be effected at 
any given level of aggregate demand. 
Since the Keynesian model used by Goode 
is not a short-run system, it does not seem 
correct to say (with Groves) ** that 
Goode falls back on short-run analysis 
to explain long-run incidence. How- 
ever, his argument accepts the condition 
of a long-run decrease in investment 
which is not necessarily consistent with 
his own evaluation of the broad results 


34 The Review of Economics and Statistics, Febru- 
ary, 1952, p. 90. 
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of the corporate tax. The significance 
of his conclusion is also blunted by the 
fact that it is not peculiar to the corpo. 
rate tax and would apply with almost 
equal force to any general tax, includ- 
ing a consumer sales tax, where shifting 
required a general increase in the price 
level. In fact, as Goode recognizes, this 
approach applied to sales tax incidence 
would suggest that it was on profits or 
other factor rewards, a reversal of ac- 
cepted doctrine which has recently been 
reasserted with full recognition that, if 
true, tax theory is in its infancy.® Ip 
addition to losing sight of the crucial 
element of relative prices and factor in- 
comes, concepts of an aggregate-de- 
mand barrier to forward shifting appear 
to rest on misconceptions of the me- 
chanics of income generation and trans- 
fers in connection with tax adjust- 
ments.*° 


35 Earl R. Rolph, “ A Proposed Revision of Excise 
Tax Theory,” Journal of Political Economy, LX 
(April, 1952), pp. 102-117. 


36 Leaving aside questions of monetary and credit 
arrangements affecting the level of money demand, 
availability of unemployed resources, and timing, the 
mechanics of transition to the new price levef would 
vary depending on whether the tax increase financed 
additional government expenditures, supplanted an- 
other tax, increased a surplus, or reduced a deficit. 
If a sales tax, for example, was substituted for a di- 
rect tax on individual incomes, private money de 
mand would tend to be released to sustain the higher 
prices. It is not necessary to assume that the old 
tax curtailed private demand more than the new one 
since price increases which are part of the mechanics 
of tax incidence and collection impose no greatet 
draft on aggregate demand than an equal direct tax. 
If the tax financed additional public expenditures, 
aggregate demand would tend to be correspondingly 
increased. If the tax reduced a deficit and halted 
price inflation, it would shift the burden from re 
cipients of fixed or sluggish incomes whose effective 
demand would thus be greater than otherwise. Even 
if the tax created a surplus which tended to deflate 
prices and incomes, the price decrease would be rele 
tively less than under a direct income tax of the samt 
magnitude because of the adjustment involved in ta 
shifting, assuming the other requisite conditions for 
shifting to be present. 
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None of these comments imply, of 
course, that the corporate income tax is 
shifted. They indicate, however, that 
aggregate demand does not censtitute a 
mechanical obstacle to shifting in the 
sense sometimes suggested. 

In view of prevailing uncertainties, 
tax burden studies necessarily adopt 
arbitrary assumptions in regard to cor- 
porate tax incidence and its allocation 
as between retained earnings and divi- 
dends in order to achieve results.*’ 
While such studies perform a valuable 
function in exploring the implications 
of alternative assumptions, they involve 
the danger that the essentially schematic 
results should gain currency as conclu- 
sive findings. Rules-of-thumb indicat- 
ing some fraction of the tax to be 
shifted represent weighted averages of 
widely differing conditions assumed for 
particular firms or industries. They do 
not represent a single economic law of 


shifting. 


Anti-Inflationary Effectiveness of the 
Corporate Tax 


Under the older theory of taxation, a 
dollar of revenue from one source was 
equally as good in terms of basic rev- 
enue objectives as one from another. 
Modern fiscal theory has come to differ- 
entiate, however, between alternative 
revenue sources with respect to their 
anti-inflationary effectiveness. Gen- 
erally speaking, taxes which fall largely 


87 The recent study by Musgrave and associates, 
for example, made three alternative assumptions in 
regard to incidence (entire incidence on profits, full 
forward shifting, and one-third forward and one- 
tighth backward shifting—the latter being termed 
the standard case) plus two different methods of im- 
puting the tax on retained earnings, making six dis- 
tinct alternatives. R. A. Musgrave, J. J. Carroll, L. 
D. Cook, and L. Frane, “ Distribution of Tax Pay- 
ments by Income Groups: A Case Study for 1948,” 
National Tax Journal, IV (March, 1951), pp. 1-51. 
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on consumer purchasing power, other- 
wise devoted to spending rather than 
saving, are considered anti-inflationary. 
Those which fall on saving are not. 

In recent years the corporate income 
tax has thus tended to receive a com- 
paratively low rating on the anti-infla- 
tionary scale.** This reflects chiefly the 
tendency to regard the inflation prob- 
lem in the first instance as the consumer 
gap. The impact of the corporate tax 
on consumer spending via dividends is 
deemed less dollar-for-dollar than other 
alternatives. At the same time, its im- 
pact on corporate savings is frequently 
considered either as superfluous, par- 
ticularly if there are direct controls on 
capital expenditure, or worse than futile 
if tax pressures on corporate funds in- 
crease resort to credit. 

In this framework the corporate in- 
come tax has been regarded as an anti- 
inflationary weapon chiefly in its indi- 
rect role of absorbing profits which 
might otherwise be the target of wage 
demands. Thus, its major anti-infla- 
tionary function has been deemed its 
damping effect on the cost-price 
“push,” although corporation tax rev- 
enue is considered superior from both 
the long- and short-run stabilization 
standpoint to an equivalent deficit. 
The corporate income tax is also some- 
times assigned the strategic secondary 
role of balancing and increasing the ac- 
ceptability of taxes on individuals. 


38 While Goode has expressed the opinion that the 
anti-inflationary effect of the corporate income tax is 
somewhat weaker than individual income and com- 
modity taxes, he differs from the standard position in 
contending that the differences among major taxes in 
this respect are small and have been exaggerated. 
Richard Goode, “ Anti-inflationary Implications of 
Alternative Forms of Taxation,” American Economic 
Review, Papers and Proceedings, XLII (May, 1952), 
pp. 152-154 and 160. For a dissent, see com- 
ments of Harold M. Somers, Ibid., pp. 165-166. 
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This general view tends to understate 
the anti-inflationary effect of the corpo- 
rate tax in a situation in which heavy 
capital expenditures, financed to a con- 
siderable extent from retained corporate 
earnings, outstrip the capacity of the 
economy for physical expansion. Mod- 
ern fiscal theory has fallen into error 
through its basic assumption that in- 
vestment is divorced from savings. 
This has never been entirely true with 
respect to corporate savings and capital 
expenditures since even in periods of 
stagnation a considerable volume of cor- 
porate investment is contingent upon 
retained earnings, while a substantial 
volume of retained earnings is a factor 
predisposing the corporation toward 
more liberal capital development out- 
lays. The assumption is even less real- 
istic during periods of booming capital 
outlays when credit facilities are under 
strain and each additional dollar of re- 
tained earnings is likely to be devoted to 
capital expenditure. 


In the short run, at least, capital ex- 
penditures are as inflationary as con- 
sumption since they either divert pro- 
ductive factors from consumption or 
add to the excess demand for factors al- 
ready devoted to capital expansion. In 
the longer run, real capital investment 
serves to increase the output of con- 
sumer goods. However, excessive cap- 
ital expenditures may actually fail to in- 
crease available supplies if excessive 
dollar outlays run to inflationary waste. 
Capital development expenditures are 
especially prone to inflation since they 
are not subject to immediate competi- 
tive cost considerations. 


The previous discussion of the prob- 
lem of wasteful business expenditures 
indicated that major importance should 
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not be ascribed to this factor as a source 
of inflation. Any significant rate of in- 
come tax has some effect on expenditure 
calculations at the margin, particularly 
if the differentiation between outlays of 
a capital nature and expense is imper- 
fect. Much of the supposed increase in 
such expenditures under present tax 
rates is probably an increased awareness 
of this condition. To the extent greater 
impetus toward tax-motivated expend- 
itures should develop, it may be met by 
reasonable adjustments of administra- 
tive procedures. 

The corporation income tax may, 
within proper limits, perform at least as 
well anti-inflationwise as other revenue 
sources. In some varieties of inflation, 
where corporate profits are feeding ex- 
cessive capital expenditures subject to 
limited direct controls, the corporate in- 
come tax may be the most effective fis- 
cal instrument.*® 


Conclusion 


The urgent necessity for corporate 
tax reduction or reform as a stimulus to 
private investment has been the central 
theme of discussions of the problem of 
making business enterprise work suc- 
cessfully. Probably this is an undue 
emphasis. It may be questioned 
whether the supporting data have fully 
sustained the criticism of the present 
structure. Certainly it is difficult to 


39 This analysis is entirely consistent with the view 
that the corporation income tax may, in certain situ- 
ations, contribute toward higher levels of employ- 
ment and income while absorbing redundant savings. 
Corporate savings may tend toward idleness in de- 
pression and be an active motivating force toward 
additional expenditures during boom periods. The 
combined effect of the cyclical volatility of the prof- 
its base and the varying relationship between corpo- 
rate savings and capital expenditures may give the 
built-in flexibility of the corporate income tax 4 
double-barreled effect. 
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reconcile contentions that the tax sys- 
tem has gravely penalized growth and 
progress with the expansion of the econ- 
omy since World War II. 

To a considerable degree the alleged 
constraint of corporate taxes on growth 
and expansion may be an illusion fos- 
tered by the differing viewpoints of the 
firm and the economic system. Par- 
ticularly at high profit levels, each in- 
dividual firm contemplates the expan- 
sion which it could undertake if its tax 
load were substantially reduced. But if 
all firms were relieved of taxes to the 
same degree, the situation would be dif- 
ferent for obvious competitive and 
over-all equilibrium reasons. 

Taxation should be guided by the 
best available understanding of its eco- 
nomic effects, but perfect technical 
knowledge would still not eliminate all 
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conflict and uncertainty. The formula- 
tion of the business tax structure will 
never be as simple a matter as finding 
one’s way along a well-marked highway. 
Considerations of group interest and re- 
lated value judgments will necessarily 
modify technical and economic con- 
siderations. 

While the present structure embodies 
elements of both personal and business 
income taxation, the resulting conflicts 
are not intolerable so long as there is 
substance in the view that corporations 
are not devoid of separate economic en- 
tity. Corporation income taxation has 
played an especially important role dur- 
ing the postwar period. In some cir- 
cumstances, it may be virtually an in- 
dispensable method of gearing revenues 
to the full capacity of the economic 
system. 








THE FINANCIAL STRUCTURE OF THE 
GOVERNMENT OF LONDON * 


INSTITUTE OF MUNICIPAL TREASURERS AND ACCOUNTANTS 


Chapter I 
INTRODUCTION—THE AREA AND THE AUTHORITIES 


THE AREA 
ONDON ” is an ill defined term, 


and, taken in different contexts, may 
mean many different things. It may 
mean the small area known as the City 
of London, the historic city of the Ro- 
mans, still maintaining its mediaeval sys- 
tem of government and clinging tena- 
ciously to its hard won rights within its 
square mile; it may mean the adminis- 
trative County of London, founded in 
1888, with an area of 117 square miles 
based on the boundaries rather haphaz- 
ardly drawn for its predecessor, the 
Metropolitan Board of Works, in 1855; 
or it may mean the economic and physi- 
cal fact, a vast built-up area of many 
hundreds of square miles and including 


* This report is published through the courtesy of 
the Mayor’s Committee on Management Survey of 
the City of New York, at whose request the study 
of London finances was made by the Institute of 
Municipal Treasurers and Accountants. The report 
is printed as submitted by the Institute, except for 
minor editing and omissions from the chapters here 
published and for the omission of Chapters III (Local 
Authorities: Financing of Individual Services, includ- 
ing Specific Government Grants), V (Local Authori- 
ties: Administration Arrangements and Financial Con- 
trol), and VI (Other Public Authorities in London). 
These chapters, omitted owing to lack of space, are 
projected for publication elsewhere. 


such dormitory towns as Brighton sixty 
miles to the south and Letchworth 
forty miles to the north. There is no one 
administrative authority responsible for 
this last conception, the limits of which 
would in any case be almost impossible 
to define, and the area which is most 
conveniently taken as the subject of this 
study is that known as Greater London, 
which coincides substantially with the 
Metropolitan Police District and the 
City of London. This comprises an 
area of about 700 square miles, and at 
the 1951 census it contained 8,346,137 
persons, or about one-fifth of the total 
population of England and Wales. For 
many services, such as sewerage and wa- 
ter supply, police and transport, this 
area forms a convenient physical unit, 
and to a certain extent this fact is re- 
flected in the administrative arrange- 
ments. 

A historical inquiry into the growth 
of this Greater London area would be 
outside the scope of this study, but the 
following table, based on the Prelimi- 
nary Report of the 1951 census, is not 
without interest, illustrating as it does 
the centrifugal tendency which London 
shares with all large cities. 
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Population 1881 1891 1901 1911 
City of London .......... sees seesens 51,439 38,320 26,897 ‘19,657 
County of London (including City) ... 3,830,297 4,227,954 4,536,267 4,521,523 
Greater London (including County)... 4,766,661 5,633,806 6,581,402 7,251,358 

Population 1921 1931 1939 1951 
City of London .......... eeees seneees 13,706 10,999 9,100 5,268 
County of London (including City)... 4,484,523 4,397,003 4,013,400 3,348 336 
Greater London (including County) ... 7,488,382 8,215,673 8,728,000 8,346,137 





The resident population of the City, 
which in 1631 was estimated to be 130,- 
000 and in 1821 to be 128,000, has 
steadily dwindled until it consists mainly 
of caretakers. That of the County, 
reaching its peak in the early nineteen 
hundreds, has since steadily declined, a 
movement accentuated by the wartime 
evacuation. The population of Greater 
London itself now also shows a decline, 
although the outer ring, excluding the 
County, still shows some increase, and 
the adjacent areas are still growing. 


THE AUTHORITIES TO BE CONSIDERED 


The study is in general confined to 
local government services, i.e., to those 
services which are administered, for all 
or part of the area, by bodies confined 
in their powers to that area; services 
which are administered on a nation-wide 
basis will not be discussed. The types of 
authority to be considered fall conven- 
iently into two classes: 


a) The compendious local authority, 
which administers within its area 
a number of purely local services. 
These authorities are referred to as 
* local authorities” and the serv- 
ices they administer as “‘ local au- 
thority services ” ; 

b) The “ ad hoc” public authorities, 


each administering one service 
only within an area especially de- 
fined for that service, usually 
bearing little relation to the local 
authority areas or to the areas of 
other “ad hoc” authorities. 
These are referred to as “ public 
authorities.” 


A. The Local Authorities 


In the English system of local govern- 
ment which obtains outside the County 
of London, certain of the larger urban 
authorities are constituted county bor- 
oughs and are responsible for all local 
government: services within their area. 
The remainder of the country, including 
the adjacent counties of Essex, Hert- 
fordshire, Kent, Middlesex, and Surrey, 
is divided into administrative counties 
which are responsible for the major local 
government services such as education, 
town planning, and highways within 
their area. These administrative coun- 
ties are in turn divided into county dis- 
tricts, which are responsible for the 
more purely local services such as hous- 
ing and refuse collection, and which may 
be either rural districts, urban districts, 
or municipal boroughs. ‘These county 
districts are separate bodies and, al- 
though smaller, are in no way inferior to 
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the counties within which they are con- 
tained. The electorate of the county 
council is the sum of the electorates of 
the county districts contained within the 
county, but the county councils and the 
several county district councils them- 
selves are separately elected and are com- 
pletely independent of each other; they 
may, and often do, find themselves in 
conflict. If an individual lives in a 
county borough, therefore, he will be 
served by only one local authority for 
all local authority services; if he lives 
elsewhere, he will be served by the 
county council for some services and by 
the county district for others. 

Within the County of London this 
two-tier system also operates, the au- 
thorities concerned being the London 
County Council, which is responsible for 
the major services, and the Metropolitan 
Boroughs and the City, administering 
the local services. The allocation of 
functions between the authorities is a 
little different from that outside Lon- 
don, and the powers and constitution of 
the Metropolitan Boroughs differ in sev- 
eral respects from those of the county 
districts. 


Thus the local authorities which have 
to be considered are: 


Within the County of London: 


The London County Council 
28 Metropolitan Boroughs 
The City of London 


Outside the County of London: 


Five county councils, i.e., Middlesex 
and parts of Kent, Surrey, Essex, 
and Hertfordshire, each containing 
a number of county districts 
Three county boroughs: Croydon, 
East Ham, and West Ham. 


| VoL. V 
B. The Public Authorities 


These are authorities which have been 
specifically constituted for the execution 
of one specific function within their de. 
fined area. Some are purely metropoli- 
tan and administer services which els. 
where in the country are administered 
in other ways; others are simply the 
metropolitan example of a general type 
and are in no way different from their 
counterparts in other parts of the coun- 
try. In the first class we have: 


1. The Metropolitan Police, responsible 
for policing the whole of Greater 
London, with the exception of the 
City of London, under the control of 
the Home Secretary exercising his 
powers through the Commissioner of 
Police. Outside Greater London the 
police forces are locally controlled by 
the appropriate county borough or 
county council. 

2. The Metropolitan Water Board is re- 
sponsible for water supply within an 
area covering most of Greater Lon- 
don. Elsewhere, water supply is in 
the hands of either the local author- 
ities or private water companies. 


3. The Port of London Authority, exer- 
cising jurisdiction over the tidal wa- 
ters of the Thames, responsible for 
the docks and associated warehouses 
and services, and for regulating navi- 
gation on the river. 


4. The Thames and Lee Conservancy 
Boards. These are responsible for 
land drainage and river control on 
the upper reaches of the Thames and 
the Lee, functions which elsewhere in 
the country are carried out by river 
boards. These river boards are of 
more recent creation than the Thames 
and Lee Conservancy Boards. 
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5. The London Transport Executive. 
This body, the successor of the Lon- 
don Passenger Transport Board, 
forms part of the nationalised system 
of British Transport, and is responsi- 
ble for the omnibus, trolley bus, 
tram, and underground train services 
within an area larger than Greater 
London. The main line and subur- 
ban steam train services operated 
from main line termini are the re- 
sponsibility of the various district ex- 
ecutives, i.e., Eastern, Southern, West- 
ern and London Midland. 


In the second class, London examples 
of authorities found elsewhere, are the 
following: 


1. Gas Boards, responsible for the man- 
ufacture and supply of gas within 
their areas. These functions were 
taken over from local authorities and 
gas companies in 1949. All London 
north of the Thames falls within the 
area of the North Thames Gas Board, 
and South London within that of the 
South-Eastern Gas Board. 

2. Electricity Boards, responsible for 
electricity distribution. These func- 
tions were taken over from local au- 
thorities and electricity companies in 
1948. Parts of Greater London come 
under the Eastern, Southern and 
South-Eastern Boards. 

3. Regional Hospital Boards. Each 
board is responsible generally for hos- 
pitals within its area. A Hospital 
Management Committee is responsi- 
ble for day-to-day administration of 
each hospital or group of hospitals. 
The area of Greater London is di- 
vided between four Regional Hospi- 
tal Boards and is administered by 
some twenty-five Hospital Manage- 
ment Committees. 


4. Health Executive Councils. The 
medical practitioners, pharmaceuti- 
cal, and optical sides of the National 
Health Service are administered 
through local Health Executive 
Councils composed of persons nomi- 
nated largely by the Minister of 
Health. Although there is a certain 
amount of local interest, these are 
largely more agencies of the Ministry. 


§. Various joint boards for different 
purposes, e.g., joint drainage boards, 
of which there are several in the area 
of Greater London, outside the Lon- 
don County Council drainage sys- 
tem, formed by local authorities in 
co-operation; jOint crematorium 
boards for the provision of crema- 
tion, of which the chief is the 
Mortlake joint cremation board; and 
boards for other minor purposes. 


Before considering in greater detail 
the services provided by all these author- 
ities and the methods of finance, we 
would emphasise that all the local au- 
thorities are under the control of di- 
rectly elected councils which are respon- 
sible to, and may be removed by, the 
electorate. The members of these coun- 
cils are unpaid save for allowances for 
expenses and loss of earnings. The pub- 
lic authorities, on the other hand, are 
usually under the control of boards 
which are appointed either by local au- 
thorities or by Ministers or interested 
parties. They are not therefore directly 
controlled by the public. 

The officers, who under the councils 
or boards are responsible for the running 
of services, are not political appoint- 
ments and serve irrespective of the po- 
litical complexion of their councils. 


All the authorities considered are sub- 
ject to the legal doctrine of ultra vires, 
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that is to say, they may not do anything 
which they are not expressly allowed to 
do by statute. They must perform their 
statutory duties; they may perform 
other permissive statutory functions, 
but they cannot go outside the powers 
laid down for them by general or special 
local Acts of Parliament. 


Chapter II 


LOCAL AUTHORITIES—MAIN 
SOURCES OF REVENUE 


A. The Rating System 


The main source of revenue of local 
authorities is the local rate, which is the 
only tax locally raised and is also the 
only tax over which local authorities 
have direct control. The authorities 
which levy and collect rates are the 
county boroughs and county districts. 
Counties are not rating authorities but 
obtain their revenue by “ precepting ” 
on the rating authorities within their 
boundaries, i.e., they require these rating 
authorities to collect on their behalf and 
pay over to them the produce of a speci- 
fied rate in the pound, calculated ac- 
cording to estimates of the product of a 
penny rate. In county boroughs, there- 
fore, the rate is levied and collected by 
the county borough council and applied 
wholly to its purposes; in county dis- 
tricts, including noncounty boroughs, 
the rate is levied and collected by the 
district council, but a substantial portion 
of it is handed over to the county coun- 
cil in payment of the county precept. 
Occasionally counties provide a service, 
e.g., public libraries, in only a part of 
the county, the county districts provid- 
ing it in the remainder. In such cases 
the county council makes a “ special 
county precept” requiring payments 
only from those districts in whose area 


it provides the service. In 1949-1959 
the London County Council made a 
general county precept of 9s.1d. over all 
its area, plus a special county precept of 
2d. on all the Metropolitan Boroughs 
but excluding the City which provided 
its own services in this case. 

The London rating system is broadly 
the same as that operated throughout 
England and Wales. In most cases a 
property is assigned a gross value which 
is deemed to represent the annual rental 
value of the property concerned. A 
small deduction is made to allow for the 
annual cost of repairs and the resultant 
figure is the net annual value, normally 
equal to the rateable value, on which the 
rates are levied by the local authority. 
The very high rates now levied, in many 
cases over 20/— in the pound, seem at 
first sight oppressive, but we must point 
out that the levels of valuation are now 
out of date. The Rating and Valuation 
Act, 1925, provided for a quinquennial 
valuation but the one due in 1939 was 
postponed because of widespread com- 
plaints that to revalue property by us- 
ing the full rental value would caus 
considerable hardship to many groups 
of ratepayers and particularly to thos 
who occupied, either as tenants or occu- 
piers, houses erected since the 1914-1918 
war. No valuation has been possible 
since that date. Consequently it is now 
almost twenty years since property was 
revalued; the vast increase in property 
values since then has made many of the 
present valuations inadequate, and this 
must be borne in mind when considering 
the high rate levels which exist. The 
rating system allows for adjustments of 
valuations in special circumstances be- 
tween the quinquennial review, but this 
has been used for isolated assessments 
and not for general application. 
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The principle of valuation outlined 
above has been amended during the 
years for administrative and other rea- 
sons and has now some important modi- 
fications. Most important are the total 
derating of agricultural hereditaments 
and the 75 per cent derating of indus- 
trial hereditaments. The former is of 
little importance in the case of London 
(although there are agricultural heredi- 
taments in the metropolitan borough of 
Woolwich), but the latter is most im- 
portant and is the subject of consider- 
able controversy at the present time. 
Industrial derating, as it is called, was 
originally introduced in 1929 to help in- 
dustry combat the effect of the slump 
by relieving it of the “‘ dead charges ” of 
rates. In fact, its net effect was small 
and many people consider it has outlived 
any usefulness it had. In an industrial 
centre such as London the abolition of 
derating would add an appreciable sum 
to the area’s rateable value and consid- 
erably broaden the income resources of 
the authority concerned. As some in- 
dication of the gain in rateable value 
which would accrue, it may be remarked 
that on the introduction of derating in 
1929, the London County Council lost 
£2,821,085 in rateable value, i.e., about 
§ per cent of the total rateable value in 
1929. 

Recently, under the Local Govern- 
ment Act, 1948, there has been a radical 
alteration in the method of valuation of 
small dwelling houses. The scarcity of 
houses in the postwar years, plus the ex- 
istence of rent control, had made any 
assessment of fair rents difficult, if not 
impossible, and the new method has been 
introduced to resolve this difficulty. 
The new valuations were expected to 
come into force in 1953 but it has re- 
cently been announced that they are 


likely to be delayed. They will prob- 
ably result in considerable increases in 
assessment for all but industrial heredi- 
taments. All figures quoted in this re- 
port are based on the present assessments 
which have been made on the old basis. 
The new method has recognised that the 
present scarcity of dwelling houses 
makes the rental-value basis of valuation 
unworkable for smaller properties, and 
substitutes the following: 


Class A. Local authority or housing 
association houses built after 
1st April, 1919—5 per cent of 
the hypothetical 1938 cost of 
construction of houses and ap- 
purtenances plus § per cent of 
the hypothetical 1938 site cost. 


Class B. Privately built houses erected 
since 1919 and having in 1939 
a rateable value not exceeding 
£75 (£100 in City of London 
and in the Metropolitan Police 
district) —-5 per cent of the 
hypothetical 1938 cost of con- 
struction of houses and ap- 
purtenances plus 5 per cent of 
the value of the site on Ist 
April, 1949. 

Class C. All houses erected before 1919 
and all privately owned houses 
having a rateable value in 
1939 of over £75 (£100 in 
City of London and in the 
Metropolitan Police district) 
whenever erected—either the 
rents charged for comparable 
houses in 1939, or, where there 
is a lack of such comparable 
houses, the rent at which the 
hereditament might reason- 
ably be expected to let from 
year to year in 1938. In other 
words, the previous basis of 
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valuation continues to apply 
to these properties, but is re- 
lated to the prewar level of 
rents. 

Class D. Property other than dwelling 


houses—the basis is to be, as 
previously, current valuations 
of rental as from time to time 
existing. 


There are other minor classes but these 
main ones give the new principles of 
valuation applying in England and 
Wales. We would particularly stress the 
high proportion of rates paid by resi- 
dential and business, as distinct from in- 
dustrial, premises. 

This then is a brief picture of the val- 
uation system, a cause of lively dispute 
at the present time. The rating system 
might be said to be only the mechanics 
of collecting rates made on the rateable 
values allotted by the valuers. The rates 
are fixed by each metropolitan authority 
(within the area of the London County 
Council) annually (or half-yearly) to 
meet the precept of the London County 
Council and their own estimated expen- 
diture. Local authoritiés are required 
by law to levy a rate to meet all esti- 
mated expenditure and are prohibited 
from levying a rate in excess of their re- 
quirements, other than for the provision 
of a reasonable working balance. Once 
the estimated expenditure has been sanc- 
tioned, the rate to be fixed is conse- 
quently confined within very narrow 
limits. 

The administrative details of rate col- 
lection are comparatively simple. Com- 
plete exemption from rates is given (but 
not in the City) when premises are un- 
occupied. Authorities have found that 
the rates of rented houses are collected 
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more easily from the owners than the 
occupiers and are empowered by legisla. 
tion to force, or to agree with, owners tp 
pay the rates on behalf of occupiers and 
to collect them from the occupiers. Au. 
thorities are empowered if they wish to 
grant a special allowance to the owners 
concerned. A considerable proportion 
of the rates are collected from owners in 
this way, sometimes without any allow- 
ance being made to the owner. 

Following nationalisation, electricity 
and railway and canal hereditaments 
have now been derated. The govern- 
ment distributes to local authorities the 
total sum previously collected by them, 
adjusted for changes in the finances of 
the undertakings and in the level of lo- 
cal rates, in proportion to the total rate- 
able values of all properties in each of 
the areas. 

The inadequacy of the present valua- 
tion levels and the greatly increased ex- 
penditure on education and other serv- 
ices administered locally have forced 
rates up to a high level, and many people 
have suggested alternative sources of lo- 
cal revenue, e.g., a local income tax or 
city taxes on the American model. But 
the present rating system will probably 
continue to be the basic source of income 
for local authorities who are, however, 
being forced to rely more and more on 
government grants which in 1948-1949 
totalled £284,400,000. In that year the 
expenditure falling on rates was only 
£270,800,000. This large percentage of 
government aid has naturally brought 
with it an increasing central control, and 
there is a danger that local authorities 
throughout the country may be losing 
their financial independence. 

Rather similarly, many county dis- 
tricts feel that they are becoming too 
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dependent on the county council, and 
the distribution of services is now be- 
coming heavily weighted in favour of 
the county council. Thus in 1949-1950 
the London County Council precept was 
9/3d., whilst the average metropolitan 
borough rate was only 7/7d. In other 
counties the county council proportion 
is greater; in 1950-1951 the average 
Middlesex County Council precept was 
12/1%4d. and the average county dis- 
trict rate 6/—. 


B. The London Equalisation. Scheme 


The London equalisation scheme, 
which operates in the County of London 
only, was devised in an attempt to rec- 
tify the inequalities in rate burden 
within the county, and it results in the 
richer boroughs contributing to the ex- 
penses of the poorer. The criterion of 
wealth is rateable value per head in the 
same way as with the equalisation grant 
formula to be discussed shortly, but 
population is weighted so as to take ac- 
count of the industrialisation of the bor- 
ough concerned. The weighting factor 
used is the net annual value divided by 
the rateable value. A word of explana- 
tion is necessary here on the difference 
in meaning between these two terms. 
Normally they are identical but, for in- 
dustrial premises, the net annual value 
is the figure before the deduction of the 
7§ per cent derating allowance. The 
final figure, equal to 25 per cent of the 
net annual value, is the rateable value, 
s0 the effect of the derating of industrial 
property is to make the rateable value of 
industrial areas very much less than the 
net annual value. 

In the London scheme the population 
of each metropolitan borough is multi- 
plied by the above factor, i.e., net annual 
value divided by rateable value. To the 
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boroughs whose rateable value per head 
of population so weighted is below the 
average for the county, a payment is 
made by the county council, being a pro- 
portion of the borough’s local net ex- 
penditure (ie., the expenditure on its 
own services) dependent on the extent 
to which its rateable value per head falls 
below the county average. (It should 
be added that there is a limiting clause 
in the scheme which excludes from 
grant either local expenditure in excess 
of the county average per head of popu- 
lation or local expenditure which has 
risen more rapidly since 1947-1948 than 
that of the boroughs generally.) To 
provide funds for the total of these 
grants, all the boroughs and the City 
pay contributions proportionate to their 
penny rate products. 

Asa result of these transactions, there 
are at present eight boroughs who make 
contributions without receiving any 
grant (Chelsea, Finsbury, Hampstead, 
Holborn, Kensington, St. Marylebone, 
Westminster, and the City), the contri- 
bution being the equivalent of a rate of 
1/9d. in 1950-1951 and 1951-1952. 
Two boroughs (St: Pancras and Padding- 
ton) pay more by way of contribution 
than they receive by grant; the remain- 
ing nineteen boroughs all receive more by 
way of grant than the contribution they 
have to make, the net relief to the rates in 
1951-1952 being the equivalent of a rate 
varying from 414d. in the £ for Wands- 
worth to over 10/— in the £ for Poplar. 
The measure of equalisation of rates 
achieved by this scheme is fairly consid- 
erable; before the inauguration of the 
scheme in 1947-1948, rates in the 
county ranged from 11/— (Westmin- 
ster) to 23/— (Bethnal Green), but in 
1948-1949 after the scheme was insti- 
tuted, the range was from 13/6d. 
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(Westminster) to 19/4d. (Poplar), a 
decrease in range from 12/— to 5/10d. 
A secondary result of the scheme is that 
when the council of a receiving borough 
elect to embark on expenditure, the 
councils of all other boroughs help to 
pay for it without any choice in the 
matter, subject to the limiting factor 
mentioned above which has already be- 
gun to operate. 


C. The Exchequer Equalisation Grant 


The exchequer equalisation grant, the 
main government grant paid to local au- 
thorities, is perhaps second only in im- 
portance to rate income as a source of 
revenue. We have, however, preferred 
to deal with the London equalisation 
scheme first because that is of more im- 
portance in the financing of the govern- 
ment of London. 

This feature of metropolitan finance 
is absent from that of provincial au- 
thorities, but there is in its place this 
other and far more important system of 
aid for poorer authorities. The ex- 
chequer equalisation grant is a direct 
grant to assist authorities which are 
“poorer” in terms of rateable value, 
and it includes a slight weighting for 
areas which have a large number of small 
children or which are sparsely populated. 
The formula for its calculation is as 
follows: 


1. The population of the authority con- 
cerned is increased by the number of 
children under fifteen years of age, 
and, in counties where the density of 
population per mile of road is less 
than 70, one-third of the additional 
population required to bring the den- 
sity up to that figure. The adjusted 
figure is known as the “ weighted 
population.” 
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2. The national average rateable value 
per head of weighted population js 
calculated, and this figure is multi- 
plied by the weighted population of 
the authority concerned to give the 
rateable value which that authority 
would have if it were up to national 
average. This figure is known as the 
** standard rateable value.” 

3. The actual rateable value, if less than 
the standard rateable value, is de- 
ducted from the latter, and the differ. 
ence is known as the “ credited rate- 
able value.” 

4. The grant payable is then calculated 
as follows: 


credited rateable __— relevant expenditure 
value ~ eredited rateable value 
plus the product of 
a rate of 20/- 
in the £. 





The “ relevant expenditure ” is the total 
expenditure which would fall to be 
borne by rates if no grant were receiv- 
able. 

In view of the importance of this 
grant, the following example of its ap- 
plication may be useful. 

Let us assume that the rateable value 
of a town with a weighted population 
of 100,000 is £400,000 and that the 
amount of income which it is necessary 
to raise by rate is £200,000. The rate to 
be levied is therefore 10/— in the £. If, 
however, the national average is a rate- 
able value of £5 per head, the rateable 
value of the town in question falls short 
of the national average by £1 per head, 
and the additional rateable value re- 
quired to bring the town up to the aver- 
age is £100,000. The Government will 
therefore pay the rates on £100,000 as 
equalisation grant, and the rates, now 
levied on a rateable value of £500,000, 
can be reduced to 8/— in the £; of the 
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total expenditure of £200,000, the rate- 
payers are now paying £160,000 and the 
Government £40,000. This explanation 
perhaps shows the principle of the for- 
mula better than a mere arithmetic ex- 
ample, which would appear as follows: 

Standard rateable value: £5 x 100,000 = £500,000 
Actual rateable value = £400,000 
£100,000 





Credited rateable value 





Grant payable: 


£100,000 x £200,000 (expenditure) _ 


£100,000 plus 400,000 — 





£ 40,000 





In this example we have ignored the 
effect of the weighting factor upon the 
population and the fact that, due to 
losses in, and costs of, collection, a rate 
of 20/— in the £ will normally be less 
than the rateable value upon which it is 
assessed. 

This grant, which puts the exchequer 
in the position of paying rates on the 
amount by which the rateable value of 
an authority falls short of the national 
average per head of weighted popula- 
tion, is paid to counties and county bor- 
oughs only and achieves a large measure 
of equalisation of resources within these 
classes of authorities. A separate com- 
putation is made for each county and 
county borough. It should be noted 
that authorities with a rateable value 
per head above the national average are 
not penalised in any way. 

The exchequer equalisation grant paid 
to a county takes into account the rela- 
tive poverty or otherwise of its county 
districts, and no direct grant of this type 
is paid to the districts. Each county, 
however, is required to pay a fixed capi- 
tation grant to every district within its 
administrative area. These grants vary 
slightly from year to year but are at 
Present approximately 15/6d. per head 
of population to urban districts and half 
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that amount to rural districts (these re- 
ceive a smaller grant because their re- 
sponsibilities are fewer). Every county 
(except London) has to pay these capi- 
tation grants whether or not it receives 
an equalisation grant and makes a pre- 
cept to cover this cost. As the income 
raised by the precept is proportionate to 
the rateable values of the individual au- 
thorities and the payments made are re- 
lated to their populations, there is a 
slight degree of aid given to the author- 
ities with a low rateable value per head 
of weighted population. 

This equalisation grant system applies 
in all local government areas in England 
and Wales and is in some respects simi- 
lar to the London equalisation scheme, 
but there are two important differences. 
The London scheme is merely a redistri- 
bution of resources between authorities 
and no subvention is received from the 
national exchequer, whereas the equali- 
sation grants paid to local authorities in 
1950-1951 total almost £50 million. 
Secondly, the London scheme attempts 
to equalise resources with the constitu- 
ent districts, but the equalisation grant 
system only does so between counties 
and county boroughs, with the capita- 
tion grants creating a small, but very 
imperfect, adjustment between county 
districts. 


London is a wealthy area and so does 
not receive any grant. Of the adjacent 
authorities, Hertfordshire, Kent, Mid- 
dlesex, and Surrey Counties and Croy- 
don county borough receive nothing, 
whilst Essex County receives 6.67 per 
cent of its own net expenditure and the 
total expenditure of its constituent 
county districts, and the county bor- 
oughs of East Ham and West Ham 
16.55 per cent and 10.33 per cent re- 
spectively, in 1949-1950. 
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Chapter IV 
CAPITAL FINANCE 


Local authority expenditure which re- 
sults in the production of a permanent 
asset is regarded as capital expenditure 
and is normally financed by borrowing. 
In order to reduce interest charges, 
many local authorities make a practice 
of financing a proportion of capital ex- 
penditure from revenue, especially if 
only small sums are involved; for exam- 
ple, the London County Council. sets 
aside out of revenue each year the sum 
of at least £250,000 for capital expendi- 
ture and the accelerated repayment of 
debt, and in addition usually finances 
small capital works from revenue. Con- 
versely, expenditure which is not strictly 
capital may be financed by borrowing 
if the sums involved are too large to be 
conveniently charged to revenue in one 
year. On balance, the greater portion 
of capital expenditure is financed from 
loan and the interest and repayment 
charges constitute a fairly substantial 
revenue charge. In the London County 
Council area, this amounted to about 
£9,500,000, or over 10 per cent of total 
expenditure in 1948-1949. In 1949- 
1950 the total capital expenditure of the 
London County Council was £21,500,- 
000. The two largest components were 
almost £18,000,000 on housing and 
£1,600,000 on education. 

Apart from limited borrowing by 
means of short-term mortgages, there is 
at present only one method of borrow- 
ing new money open to local authori- 
ties, namely, to borrow from the Public 
Works Loan Board—an organisation 
which receives its funds from the Treas- 
ury and lends at present at compara- 
tively low rates of interest. This re- 
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striction, which was imposed in 1945 by 
the Local Authorities Loans Act, was 
designed to prevent local authorities 
competing for money in the open mar. 
ket, thought to be one of the main 
causes for the high rates of interest pre- 
vailing after the 1914-1918 war. This 
restriction, originally imposed for five 
years, remains in force, and will probably 
be maintained for some time to come, but 
it does not appear likely to be renewed 
indefinitely. Most of the outstanding 
prewar debts of local authorities came 
from other sources of borrowing. The 
chief ones (ignoring temporary loans by 
way of bank overdraft etc.) are: 


1. Mortgage loans repayable by annual 
instalments, either on the annuity or 
equal instalment system. 

2. Mortgage loans repayable at matu- 
rity, either short-term (say five to 
ten years) or long term. 

. Stock quoted on the Stock Exchange. 

4. Borrowing from internal sources, 
e.g. a superannuation fund or re- 
serve fund. 


we 


The instalment loans are most favoured 
by the small authorities as they are com- 
paratively easy to manage. It is a statu- 
tory requirement that local authorities 
borrowing money for capital purposes 
must repay the loan within a period of 
time not greater than the expected life 


of the work, and to comply with this § 
requirement an annual charge is made { 


to the revenue account of the service 
concerned equal to the interest on the 
loan, together with a repayment instal- 
ment. The instalment loan fits in very 
well with this requirement as the loan 
charges can be repaid directly to the 
lender with a minimum of bookkeeping 
entries; for the larger authority, how- 
ever, more freedom is given if other 
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methods of borrowing are employed: 
advantage can be taken of lower rates 
of interest and there is access to a larger 
market. Such authorities, therefore, 
have in the past made large stock issues 
and have borrowed extensively on ma- 
turity loans. 

In the case of authorities using these 
methods of borrowing, it is impossible 
to associate the revenue repayments by 
the borrowing services with the actual 
repayments to the lenders, and it is 
necessary to set up some form of mecha- 
nism such as loan funds, sinking funds, 
or mortgage pools, into which the bor- 
rowing services make their repayments 
and from which the lenders are in due 
course repaid. Pending use for repay- 
ment, the money in these pools is fre- 
quently used for fresh capital purposes. 

The fourth source of loans is internal 
borrowing. Local authorities may hold 
large balances on such funds as super- 
annuation funds, insurance funds, or 
repair funds which have been built up 
to meet future contingencies, and loans 
are frequently made from these funds 
to other services at current rates of 
interest. 


Control over borrowing is by means 
of the “‘ loans sanction ” procedure. No 
local authority may borrow money un- 
til it has the sanction of the competent 
authority, usually the Minister of Local 
Government and Planning, and before 
giving sanction the Ministry usually ex- 
amines the proposed scheme in consider- 
able detail. In the case of the London 
County Council, loan sanction is re- 
placed by an annual Money Act ap- 
proved by Parliament, the schedule to 
which sets out the capital purposes for 
which borrowing is approved. Failure 
to obtain approval to a loan does not 


mean that the local authority cannot 
carry out the work, but it does mean 
that if the work is done, it must be 
financed from revenue, and this is the 
course which the London County Coun- 
cil adopted when permission to borrow 
for the reconstruction of Waterloo 
Bridge was refused by Parliament. 

Two other controls over borrowing 
must be mentioned: 

These are Treasury control and Pub- 
lic Works Loan Board approval. As 
part of the general control of capital 
issues, the Treasury has to approve al- 
most all local authority borrowing (ex- 
cept from internal sources) whilst local 
authorities wishing to borrow from the 
Public Works Loan Board have to ob- 
tain Loan Board approval to the loan; 
before giving this the Board normally 
requires to be satisfied that the money 
cannot be raised elsewhere and that the 
authority is “‘ credit worthy.” 

Borrowing within the County of Lon- 
don is in no way different from borrow- 
ing outside, the operations of the Lon- 
don County Council differing only in 
size from those of other authorities. 
Before the war the metropolitan bor- 
oughs went to the county council for a 
large proportion of their loans as the 
county was able to obtain better rates of 
interest, but for the moment the bor- 
oughs are restricted to the Loan Board. 


Chapter VII 
CONCLUSIONS 


We have tried to describe in detail 
the various functions of local govern- 
ment and the various public boards and 
bodies administering special services in 
London. It will be seen that the financ- 
ing of these services is considerably 
more uniform than their administrative 








322 NATIONAL TAX JOURNAL 


areas. Setting them out in tabular 
form, the main sources of finance are: 


Local Sums received from rates 
Authorities (including precepts), spe- 
in London cific government grants, 
County minor local revenues, and, 
Council in certain cases, contribu- 
Area tions from the London 
Equalisation Scheme. 
Other Sums received from rates 
Local (including precepts), spe- 
Authorities cific government grants, 
in Greater minor local revenues, and, 
London in certain cases, exchequer 
equalisation or capitation 
grants. 
London In theory, self-supporting 
Transport from fares charged. Part 
of national transport sys- 
tem. No contributions 
from or subsidies to local 
or central government 
funds. 
Metropoli- Self-supporting from 
tan Water water rates levied on occu- 
Board piers of property. 
London Self-supporting from 
Electricity charges made. Part of 
national organisation. No 
contributions from, or 
subsidies to, public funds. 
LondonGas As for Electricity. 
Metropoli- “Administered by special 
tan Police organisation which makes 
a precept on local authori- 
ties to meet half the cost, 
the other half being met 
by the Exchequer. 
Health and Administered by the Min- 
Hospital ister of Health through 
Services Local Health Executive 
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Councils and Regional 
Hospital Boards (and Hos. 
pital Management Com. 
mittees) respectively. Fj. 
nanced from national 


revenue. 
London Part of the national postal 
Postal system, which is self-sup- 
Services porting. 


These services fall into two main 
classes. Local government services and 
the Metropolitan Police are financed out 
of rate revenue together with Govern- 
ment grants; transport, water, electric- 
ity, gas, postal, Port of London, and con- 
servancy services are financed out of 
charges made to the consumer, although 
in some cases, such as water, these 
charges are collected by way of rate or 
precept. The administering bodies for 
these services all have different areas 
which are more usually designed to fit 
into the national administrative pattern 
for the service, but sometimes, as for 
Police and Water, have been the result 
of a conscious attempt to decide on the 
best administrative size for London. In 
all these cases the services are self-sup- 
porting and are independent of any 
government or local authority subsidy, 
nor do they make contributions to- 
wards any national or local service. The 
Health and Hospital Services are main- 
tained by the state. 

This pattern of London government— 
on the one hand, local services and na- 
tional welfare services met out of local 
or national tax revenue, on the other, 
self-sufficient public utility undertak- 
ings operated independently by public 
bodies—has become more pronounced in 
recent years. The transfer of water 
and, outside London, transport have 
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taken and are taking away the only 
outside source of revenue of local 
authorities, the profits made from trad- 
ing undertakings. Evidently they will 
have to rely more and more on rate in- 
come and government grants. The pres- 
ent local government structure in Lon- 
don is working well and, in these days 
of inflation, at a reasonable cost. The 
severance of public utility undertakings 
may be a loss to local authorities but at 
least the undertakings are financially as 
well as administratively independent and 
the various services, especially water, 
electricity, gas, and transport, are oper- 
ated without any charge to public 
funds. The independence of these 
bodies perhaps narrows the sources of 
revenue available to each and restricts 
transfers between services, but it also 
helps to make sure that each pays its 
way. 

A more troublesome question is the 
housing of the population of London. 
The recent census, whose figures are 
presented in Chapter I, has shown that 
the population in the London County 
Council area was reduced by nearly 25 
per cent between 1931 and 1951, whilst 
that of Greater London also decreased 
slightly and those of the adjacent coun- 
ties increased sharply. This shows that 
the drift to the outskirts continues and 
in turn raises many social problems. Is 
London becoming too big? Is too much 
time spent travelling to work? Is it 
right that suburban ratepayers should 
enjoy the facilities provided in their 
workplace in London by a metropolitan 
borough towards whose expenses they 
make no contributions? There are 
many others too, but they will be 
equally present in New York. 
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One attempted solution since the war 
has been to build new towns fifty miles 
or so away from the centre of the me- 
tropolis and to seek to transfer indus- 
tries to them, thus creating independent 
new communities having their own 
business and commercial _ structure. 
New towns have been established in 
other parts of the country also, but 
seven of the eleven under construction 
have been placed to relieve London. 
Their construction has been necessarily 
slow and expensive and, up to the 31st 
March, 1950, the seven new towns near 
London had cost over £5,000,000. 
From evidence of their progress to date 
their effectiveness seems limited, and 
they may not solve the problem of 
London expansion. : 

The congestion in the London 
County Council area, and in Greater 
London also, is creating housing diffi- 
culties. The London County Council 
has in many cases to build its houses and 
flats outside its area, with a heavy bur- 
den on its own dwindling number of 
ratepayers, and a burden also on the re- 
ceiving authorities. This is a national 
problem, and it was announced in Par- 
liament at the end of July, 1951, that 
the Government is intending to intro- 
duce legislation to give special grants to 
assist boroughs and district councils who 
take in “overspill” population from 
big towns adjacent to them. This will 
be welcomed by local authorities, but is 
another example of how their financial 
difficulties are being resolved more and 
more by increased Government grants 
with a consequent increase in their de- 
pendence on the central government. 

We should mention that in 1945 a 
Local Government Boundary Commis- 
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sion was established to investigate the 
whole local government structure of 
England and Wales, except the London 
area. Its rather drastic recommenda- 
tions were not accepted by the Govern- 
ment and it was dissolved. There is a 
great need for some review of local 
boundaries both in and out of London, 
but the present delicate political position 
makes it unlikely that so thorny a prob- 
lem will be tackled. The size of some 
of the county districts in the London 
area is now becoming embarrasing. 
Many have populations of over 100,000, 
several over 150,000 and at least one, 
Harrow, over 200,000. The recognised 
population for a county borough, how- 
ever, is 75,000-100,000. Their nearness 
to London makes it unlikely that they 
will ever be granted county borough 
status and yet their size is upsetting the 
balance of the normal county—county 
district relationships. 
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To sum up, London government has 
no special problems of financial adminis. 
tration. The various public boards are 
self-sufficient and give good service for 
reasonable charges. The one service not 
self-sufficient, Health and Hospitals, is 
so for reasons of policy and is a national 
responsibility which compares with the 
provision of the armed forces rather 
than with local administration. The 
local authorities are financially sound 
but have no source of income other than 
rates and government grants, and the 
narrowness of their resources is forcing 
them to depend more and more on gov- 
ernment grants. This is not peculiar to 
London and is perhaps not a serious de- 
fect, especially since the greater part of 
local authorities’ expenditure is on na- 
tional or seminational services. In any 
case, this is perhaps a domestic problem 
rather than one for international com- 
parison. 
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A NEW PROPOSAL FOR EMERGENCY TAXA- 


TION OF CORPORATE 


PROFITS 


HAROLD M. GROVES AND DON M. SOULE * 


HE Excess Profits Tax Act of 1950 

meets heavy criticism on the score 
that it is unduly complicated, capri- 
cious, and repressive. Yet the tax has 
strong support on the grounds of reve- 
nue and as a feature of a broader system 
of inflation control. The case for the 
tax in equity, as we shall seek to show, is 
confined to the fact that the “ emer- 
gency” creates excess profits for some 
corporations but not for others. It is 
our purpose here to show that the excess 
profits tax could be confined to a much 
smaller area with salutary results and 
that an increase in the corporation in- 
come tax could be substituted for much 
of it. 


The Proposal 


The 1950 excess profits tax bases nor- 
mal profits mainly on 83 per cent of 
base-period average earnings and thereby 
defines as excess not only the increases 
in profits over base-period earnings but 
also a part of base-period earnings.’ 
The rationale of the 83 per cent is that 
part of base-period earnings were excess 


* The authors are both members of the department 
of economics at the University of Wisconsin. Harold 
M. Groves is professor of economics, and Don M. 
Soule is research assistant in economics. 


1There are four other methods of computing nor- 
mal profits, but the average earnings credit is the 
Principal measure of normal profits. The other 
credits, including the invested capital credit, provide 
relief for corporations with low base-period earnings. 


and that these excess profits continued 
to be earned during the emergency. In- 
creases over base-period earnings also are 
of two classes; some increases are shared 
in by all corporations, while some cor- 
porations earn a greater than average 
share of the increased profits. It is pos- 
sible, therefore, to divide corporate prof- 
its into the following four categories: 


(1) Normal profits: these are defined 
by law to be 83 per cent of aver- 
age earnings in the three best 
years of the base period 1946- 
1949 (with qualifications). 


(2) Excess profits equivalent to those 
earned in the base period: these 
are earnings in the range of 83 to 
100 per cent of base-period earn- 
ings as defined. 


(3) General earnings in excess of 
those in the base period: these 
are equivalent to the average in- 
crease in the earnings of all cor- 
porations over the base-period 
experience. 


(4) Special earnings in excess of 
those in the base period: these 
are earnings in excess not only of 
base-period earnings but in ex- 
cess also of the average increase 
in earnings of all corporations. 
These increases will be referred 
to as “differential” profits or 
gains. 
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To illustrate, if the A corporation, with 
constant capital, had profits of 100 in 
the base period and 125 in the current 
year, and if the current-year average 
earnings of all corporations were 115 
per cent of base-period earnings, the 
profits of the A corporation could be 
divided into the four categories as fol- 
lows: 


(1) 83 

(2) 17 

(3) 15 

(4) 10 
“125 total 


The present method of taxing corpo- 
rate profits applies the corporation in- 
come tax to category (1) and the excess 
profits tax to categories (2), (3), and 
(4). Our proposal is to confine the ex- 
cess profits tax to category (4) and to 
shift categories (2) and (3) to the cor- 
poration income tax. In the above ex- 
ample the base of the excess profits tax 
would be reduced from 42 to 10, and the 
rate of the corporation income tax would 
be increased so that the total yield of the 
two taxes would remain constant.” To 
meet the popular demand for a tax on 
““ war profiteering,” the increase in the 
corporation income tax should be kept 
separate from the regular corporation in- 
come tax and should have a special name 
such as “ war profits tax.” 


2In a hypothetical universe of seven corporations, 
(with constant capital) each with base-period earn- 
ings of 100 and current-year earnings of 80, 100, 
120, 140, 160, 180, and 200 respectively, each cor- 
poration’s normal profits would be 140 under the 
proposal instead of 83 as under the 1950 act, and the 
yield of the excess profits tax would be reduced from 
120.60 to 36. Six corporations would pay an excess 
profits tax under the 1950 act, while only three 
would pay under the proposal, and the yield of the 
excess profits tax would be reduced by 70 per cent. 
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The Existence and Significance of Dif. 
ferential Profits 


Corporate profits increase during 4 
war or similar emergency, and it is gen- 
erally believed that these increased prof- 
its are unearned or windfall profits and 
an especially suitable subject for taxa- 
tion. This special taxation takes the 
form of an excess profits tax rather than 
an increase in the corporation income 
tax because it is believed that the special 
tax should be applied only to those cor- 
porations which earn increased profits 
An increase in the corporation income 
tax would be appropriate only if all cor- 
porations shared proportionally in the 
increased profits, but the existence of 
differential profits makes it necessary to 
divide corporations into two groups, 
those earning normal profits and thos 
earning excess profits, and to apply the 
excess profits tax only to those corpora- 
tions earning excess profits. 

The principal measure of normal prof- 
its is base-period earnings, but this meas- 
ure is inappropriate in that it does not al- 
low for the fact that all corporations 
share, in various proportions, in the in- 
creased profits earned during an emer- 
gency. A period of defense spending isa 
period of rising incomes (and often infla- 
tion), and it helps the chewing gum 
manufacturer as well as the aircraft com- 
pany. Although defense expenditures 
are confined to defense industries in the 
first round of spending, the increased in- 
comes created by these expenditures are 
diffused throughout the economy on the 
second round. For example, the work- 
ers in defense plants spend their wages 
on food, clothing, etc. Therefore, 4 
suitable measure of normal profits 
would be base-period earnings adjusted 
for the average increase in the profits of 
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all corporations in the emergency year, 
and excess profits would be those earn- 
ings in excess of base-period earnings 
adjusted for the average increase in the 
profits of all corporations in the emer- 
gency year. That is, only differential or 
nongeneralized increases in profits would 
be regarded as excess profits. 

The question naturally arises as to 
whether these differential profits actu- 
ally exist and how significant they are. 
To gather a more accurate conception 
of the differential effects of war spend- 
ing and inflation, the authors sought 
empirical evidence in a study of a con- 
siderable number of corporation earn- 
ings records in Moody’s Industrials. 
The data of this study are submitted 
and explained in the following para- 
graphs. The conclusion is that differen- 
tial gains attributal to or associated with 
inflation and defense spending are far 
less marked than might have been sup- 
posed. But they are not negligible. As 
previously stated, our proposal is to iso- 
late these differential gains to create a 
new, a legitimate, and a relatively minor 
area for the excess profits tax. 

The net incomes of 115 corporations 
for the seven years 1945-1951 and of 18 
of these corporations for the 20 years 
1932-1951 were obtained from Moody’s 
Industrials. Net incomes were before 
federal income and excess profits taxes 
and, in order to account for the changes 
in invested capital, net incomes were ex- 
pressed as percentages of net worth (to- 
tal assets minus current liabilities and 
other debts or, alternatively, the sum of 
capital stock, surplus, and other forms 
of undistributed profits used in the 
business). Net worth for any one year 
was the average of net worth at the be- 
ginning and at the end of the year. 
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On the theory that an increase in the 
corporation income tax could be used 
instead of an excess profits tax if the 
changes in profits were uniformly dis- 
tributed among all corporations, only 
relative changes in a corporation’s prof- 
its were considered relevant. In order 
to remove the changes in the average 
level of profits of all corporations, the 
earnings of each corporation were ex- 
pressed as percentages of the average 
earnings of 115 corporations. That is, 
the earnings of each corporation were 
expressed as index numbers, using the 
average earnings of 115 corporations as 
the base and equal to 100 per cent. For 
example, if 115 corporations earned an 
average of 18 per cent on net worth in 
a given year, and Corporation A earned 
16 per cent on its net worth, the index 
number of Corporation A’s earnings 
would be 88.9 per cent (16 divided by 
18, multiplied by 100). If Corporation 
B lost 16 per cent on its net worth, its 
index number would be —-88.9 per cent. 
If Corporation C earned 36 per cent on 
its net worth, its index number would 
be 200 per cent. 

By removing the changes in the aver- 
age level of profits of 115 corporations, 
the index numbers show relative 
changes in profits instead of actual 
changes in profits. For example, if the 
average earnings of 115 corporations 
were 20 per cent in 1950 and 30 per 
cent in 1951, and the A Corporation 
earned 10 per cent in 1950 and 15 per 
cent in 1951, the A Corporation’s rela- 
tive earnings would be 50 per cent in 
both years. Although this corporation 
would have an increase in actual earn- 
ings, it would have no increase in earn- 
ings relative to the average earnings of 
115 corporations. 
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The 115 corporations used in the em- 
pirical study consisted of five corpora- 
tions from each of 23 industries. The 
23 industries can be divided roughly 
into three groups. Most of the corpora- 
tions in the first group of eight indus- 
tries (of which Graph I is representa- 
tive) had no significant changes in rela- 
tive earnings in 1950-1951. The second 
group of seven industries (of which 
Graph II is representative) contains 
some corporations which had significant 
changes in relative earnings in 1950- 
1951, but most of these increases were 
not unusual when compared with the 
1946-1949 experience. The final group 
of eight industries (of which Graph III 
is representative) contains corporations 


NATIONAL TAX JOURNAL 


| VoL. ¥ 


which had increases in relative earnings 
in 1950-1951 which might be classed ag 
excess profits. The relative earnings of 
six of the 18 corporations studied over 
a period of 20 years, presented in Graph 
IV, show that the present emergency pe- 
riod is very similar to a war period and 
that profits fluctuate as much during 
nonwar years as during war years. 
Graph I shows a significant increase 
in 1950-1951 relative earnings only in 
the case of the United Milk Products 
Company, but its 1950 and 1951 rela- 
tive earnings were still much lower than 
its 1946 and 1947 relative earnings. In 
Graph II the Keystone Portland Cement 
Company had a significant increase in 
relative earnings in 1950-1951, but this 


GRAPH I 


Mitk PRopucts 


NET INCOME AS A PERCENTAGE OF NET WORTH 


(Expressed as index numbers: average of 115 corporations equals 100 per cent) 
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increase was smaller than the increase 
from 1947 to 1948 and therefore may 
be judged not necessarily to have been 
caused by the emergency. Four of the 
five corporations in Graph III had 
higher relative earnings in 1950-1951 
than in the base period, although some 
of the rates of increase were no more 
unusual than some base-period increases. 
But all of the five corporations in Graph 
Il had slightly increased relative earn- 
ings in 1950-1951, and we must con- 
clude that the chemical industry was af- 
fected by the emergency and that a 
small amount of excess profits was 
earned. 

The study of 115 corporations over 
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a seven-year period, as well as the study 
of 18 corporations, has shown that prof- 
its fluctuate within the same firm from 
year to year, between firms within the 
same industry from year to year, be- 
tween industries from year to year, and 
the average level of profits of all corpo- 
rations as a whole fluctuates from year 
to year. Profit fluctuations are virtu- 
ally the same in nonwar years as in war 
years, and they are as great in the pres- 
ent emergency period as in World War 
II. Although differential profits (in- 
creases in relative earnings) are far less 
marked than might have been supposed, 
some differential profits do exist and 
they are not negligible. 


GRAPH II 


CEMENT PRopDuUcTsS 


NET INCOME AS A PERCENTAGE OF NET WORTH 


(Expressed as index numbers: average of 115 corporations equals 100 per cent) 
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New Method of Computing Excess 
Profits 


The proposed method of taxing cor- 
porate profits during a war or similar 
emergency would apply the excess prof- 
its tax to only that part of a corpora- 
tion’s profits which exceeded its base- 
period average earnings adjusted for the 
increase in the average earnings of all 
corporations in the current year. A 
simple method of isolating these differ- 


NATIONAL TAX JOURNAL 





| Vo. § No. 

all corporations in the base period, jf base 
excess profits credit in any emergengg earn 
year would be 80 per cent of the aves sup} 
age earnings of all corporations in thg The 
year. If the average earnings of all cog cory 
porations in any emergency year wes bers 
150 per cent of base-period earning cess 
each corporation’s credit would be 1f§ nun 
per cent of its base-period earnings, | mu 
To compute a corporation’s exces nur 
profits, the first step would be to com pre: 


pute its net income as a percentage gf all 
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eriod, if base-period year. Data on the average uct would be its credit expressed in dol- 
mergencs earnings of all corporations would be lars. Any profits above this credit 
the ave§ supplied by the Treasury Department. would be excess profits. 
is in th The third step would be to average the 
»f all cog corporation’s three highest index num- 
rear we bers in the base period to obtain its ex- The main advantage of our proposal 
earning} cess profits credit expressed in index has already been stated in part; it would 
d be 1§f numbers. The fourth step would be to reduce the area of coverage of the excess 
1ings. | multiply the credit (expressed in index profits tax by about 50 per cent and 
’s excal numbers) by the average earnings (ex- would reduce its yield approximately 70 
to comj pressed as a percentage of net worth) of per cent without radically changing the 
ntage @ all corporations in the current year. incidence of the total tax on corporate 
od yea} This would give the corporation’s excess profits.* Decreasing the importance of 
ae ’ - — te aie he 3 These estimates of the reduced importance of the 
excess profits tax are based on the hypothetical 
- averagg to multiply the corporation’s net worth example mentioned in footnote 2, and although they 


ntage ¢ in dollars by its credit (expressed asa 2 reasonably accurate, they are not intended to be 
definite estimates of the revenue implications of our 


| in eadg percentage of net worth), and the prod- proposal. 


Argument: 


GRAPH IV 
NET INCOME AS A PERCENTAGE OF NET WORTH 


(Expressed as index numbers: average of 18 corporations equals 100 per cent) 
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the excess profits tax would substanti- 
ally reduce the multitude of problems 
and complications arising out of admin- 
istration, compliance, relief, and litiga- 
tion mainly because fewer corporations 
would be subject to the excess profits 
tax, but also because it would be possi- 
ble to write a less complicated excess 
profits law if it were assigned only a 
minor role in the tax system.* That 
base-period average earnings are a crude 
measure of normal profits is evidenced 
by the widespread opposition to the ex- 
cess profits tax, the numerous litigations 
which arise under the act, and the host 
of complicated provisions which are 
written into the statute in order to make 
it halfway palatable. Furthermore, the 
base period soon gets out of date, espe- 
cially if the emergency lasts more than 
a few years. But however crude and 
capricious base-period earnings may be, 
they are probably the best available 
measure of normal profits and must be 
used if we levy an excess profits tax.° 


* Reducing the area of coverage of the excess profits 
tax would also reduce the anomalous benefit which 
it unavoidably gives to corporations that can borrow 
money at low rates of interest. It has been pointed 
out by various writers that since invested capital may 
be increased by means of borrowing, the resulting in- 
crease in the excess profits credit may cause a tax 
saving in excess of the interest cost. Present opera- 
tion of existing provisions of the law creates too 
many such absurdities. 


5 Many examples could be given of the freakish 
results obtained by using base-period average earnings, 
but two will be sufficient. If Corporation A had 
base-period earnings of 5, 10, 15, and 20 in the years 
1946-1949 respectively, and Corporation B earned 
20, 15, 10, and § in the same years, their excess 
profits credits would be identical, but current year 
earnings of 25 would certainly be more indicative of 
excess profits if earned by Corporation B than by 
Corporation A. If Corporation C earned 20 in each 
of the years 1946-1949 and Corporation D earned 
20, 30, 10, and 20 in the same years, average earn- 
ings in the three best years of the base period would 
give Corporation C a credit of 20 and Corporation 


D a credit of 234%, but D’s irregular earnings might 


very well have been the result of accounting practices 
or any number of unusual circumstances. 
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Therefore, if we must have an excess 
profits tax based on average earnings in 
the base period, we can and should use 
it only to the extent it is absolutely 
necessary. 


Reducing the coverage of the excess 
profits tax and increasing the rate of the 
corporation income tax would also result 
in a lower marginal rate for those cor- 
porations previously but no longer sub- 
ject to the excess profits tax. To yield 
a given amount of revenue, a higher 
marginal rate is needed with an excess 
profits tax than with a corporation in- 
come tax because the excess profits tax 
does not reach all corporations or all of 
each corporation’s profits. Since the 
high marginal rate of the excess profits 
tax has a depressive effect on incentives 
and is conducive to inflationary waste, 
reducing the marginal rate is one of the 
main advantages of our proposal. 


Having stated the affirmative case for 
our proposal, we may now consider an- 
ticipated arguments in opposition. It 
could be argued that the proposed 
method of computing the excess profits 
tax would be unsatisfactory because of 
its indefiniteness as to the amount of the 
excess profits tax liability. Normal 
profits for the current year could not be 
computed until after the average earn- 
ings of all corporations had been com- 
puted, but this would not be a serious 
problem because business forecasters 
could make reasonably accurate esti- 
mates of current year average earnings 
of all corporations. Furthermore, any 
indefiniteness which might result would 
actually be advantageous because it 
would reduce the depressive effects of 
the excess profits tax on incentives and 
efficiency. If the individual corporation 
could not accurately predict its exces 
profits credit for the current year until 
after all corporations had earned their 
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profits, and since the individual corpora- 
tion’s profits could increase at the same 
rate as the average earnings of all cor- 
porations and still have no increase in 
excess profits, there would be an incen- 
tive to earn the highest possible profits. 
Each corporation would be like a runner 
who is leading a race and who must keep 
ahead of the other runners in order to 
win; since he doesn’t know how fast the 
others will run, he must run as fast as 
possible even though he should thereby 
win by a substantial distance. 

Another possible criticism of the pro- 
posal would be that increasing the yield 
of the corporation income tax and re- 
ducing the yield of the excess profits 
tax would result in increased shifting of 
the taxes on corporate profits because 
the corporation income tax is easier to 
shift. But the incidence of the corpora- 
tion income tax is predominately be- 
lieved to be on the stockholders. Fur- 
thermore, the increased use of the cor- 
poration income tax would be mainly a 
change only in the form of tax because 
the effect on the distribution of the total 
tax load would not be very substantial, 
and it is doubtful that merely changing 
the form of the tax would cause in- 
creased shifting. 

It could also be argued that because 
the proposed excess profits tax would 
utilize invested capital in its measure of 
normal profits, it would inherit the diffi- 
cult problem of measuring invested 
capital. Although invested capital 
would have to be computed, these diffi- 
cult measurement problems would be 
largely avoided. The proposed excess 
profits credit would be based on each 
corporation’s own base-period average 
earnings as a percentage of net worth, 
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thereby allowing for the differences in 
risk and necessary return and for the re- 
turn from intangible assets such as 
goodwill, patent rights, superior man- 
agement, etc. Also, the valuation prob- 
lems arising out of use of original cost 
in a period of inflation would be largely 
solved because excess profits would be 
computed on the basis of current-year 
earnings, expressed as a percentage of 
net worth, in relation to base-period 
earnings, expressed as a percentage of 
net worth, with net worth measured the 
same way in both the base period and 
the current year. 

Finally, it could be argued that the 
increase in the corporation income tax 
would be at the expense of those cor- 
porations which presently pay no excess 
profits tax and those with less than 
average increases in profits over their 
base-period earnings. It is true that use 
of index numbers naturally results in 
some corporations having less than aver- 
age increases and others having greater 
than average increases in earnings.° 
However, many of the corporations 
with less than average gains still earn 
very high profits and should not be a 
cause of alarm. Special relief could be 
provided for certain categories of cor- 
porations such as regulated public utili- 


6 Using either weighted or unweighted averages in 
computing the index numbers, it is not necessary that 
half of the corporations have greater than average 
increases in earnings and half of the corporations have 
less than average increases in earnings; one corpor- 
ation with a 20 per cent increase in earnings might 
be balanced by two corporations with 10 per cent de- 
creases in earnings. If weighted averages were used, 
half of the increase in total profits would be above 
average and half would be below average; if un- 
weighted averages were used, more than half of the 
increase in total profits would be above average if, 
as in the case of our sample of 115 corporations, 
the larger corporations were most favorably affected 
by the emergency. 
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ties that are known to suffer rather than 
gain from inflation and, if thought 
necessary, further relief could be ex- 
tended to corporations with decreased 
actual earnings during the emergency 
and could take the form of a decrease 
in the corporation income tax rate for 
these corporations. The reduction in 
revenue could be made up by increasing 
the rate of the excess profits tax or, 
preferably, the rate of the corporation 
income tax. Also, any increases in the 
corporation income tax could be con- 
fined to the surtax where it would not 
reach smaller corporations. But, in 
order to avoid undue complication, re- 
lief should be granted only where abso- 
lutely necessary. 


Conclusion 


The excess profits tax is generally 
recognized as one of the crudest instru- 
ments in our considerable kit of tax 
tools. It is justified by the fact that in 
an inflationary period the forces of com- 
petition apparently do not adequately 
control profits, and this sort of condi- 
tion does not seem likely to disappear in 
the near future. But it is possible to 
recapture most excess profits by more 
refined instruments. By confining the 
excess profits tax to the area where it 
could accomplish a unique purpose, the 
proposed method of taxing corporate 
profits during a war or similar emer- 
gency would be a clear gain for decency 
in the tax system. 
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“ PAY-AS-YOU-GO ” WITHHOLDING UNDER 
STATE AND LOCAL INCOME TAX LAWS 


DAVID R. ROBERTS * 


N A PERIOD when inflation has 

rapidly pushed up the individual’s 
gross income and his state income tax 
bill, we might expect to find widespread 
use of withholding. The facts are to 
the contrary. Only four states or ter- 
ritories and a few cities use mandatory * 
withholding from residents. Appar- 
ently this is the case although, as this 
study reveals, there are now relatively 
few legal obstacles to “‘ pay-as-you-go ” 
withholding. 

I am going to consider here the stat- 
utes, constitutional provisions, regula- 
tions, court decisions, and administra- 
tive rulings (such as they are) from 
those states or territories that have 
withholding provisions in one form or 
another. Particular emphasis will be 
given to the recent Alaskan pay-as-you- 
go withholding law which appears to be 
the simplest and most effective income 
tax collection method yet devised. 
Some reference will be made to litiga- 
tion involving municipal withholding 
taxes. I will pass over any extended 
discussion of economic or administrative 
experience,” except for a few comments 


*The author is associated with the law firm of 
Sullivan, Stringer, Donnelly and Sharood in St. Paul, 
Minnesota. 


1 Alaska, Hawaii, Oregon, and Vermont. 


*The advantages have been ably presented by W. 
W. Collier, ‘“ Oregon’s Withholding Tax.” 3 Na- 
tional Tax Journal 193 (1950), and J. K. Lasser, 
“Income Tax Simplification in Vermont,” 1 Na- 
tional Tax Journal 62, 66 (1948). 


335 








on problems as these have been devel- 
oped in the cases, regulations, or rulings. 
There will be some attempt to consider 
statute draftsmanship. 

An illustration of our problem is the 
experience of the tax man who is pre- 
paring a decedent’s final income tax re- 
turn, only to discover that no state re- 
turns have ever been filed by the dece- 
dent in his lifetime. Or, consider the 
occasional experience with a once low- 
income client who is in the office on other 
business and suddenly announces, “ You 
know, I’ve never filed a state income tax 
return. What will happen to me? 
Should I begin now?” We do not 
print our practitioner’s replies for fear 
of embarrassing him. 

Perhaps these are isolated cases; per- 
haps they are not. It is reasonable to 
suppose that at the state level, as in the 
federal experience,® the number of new 
taxpayers is constantly increasing as ex- 
emptions and personal credits become 
fairly meaningless. In absence of with- 
holding or relatively high compliance 
levels in furnishing information returns, 
plus vigorous enforcement, the chances 
for evasion by nonfiling seem good. 
The incentive for nonreporting increases 
as the average lump sum tax bill reaches 


3 Thus, under the present law, between ten and 
fifteen million additional withholding tax returns are 
expected for 1953, resulting from the increase in 
number of wage earners. C. W. Stowe, “ Problems in 
Federal Taxation,” 3d Institute on Oil & Gas Law, 
p. 383 (Bender, 1952). 
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a substantial figure,* and as shortages of 
auditing and enforcement personnel in- 
crease. 

These examples also raise fascinating 
by-questions: Do better results come 
from diversified and many taxes, or 
from careful and scientific collection of 
a few basic taxes? Has the income tax 
declined in relative popularity as a tax 
because it is not “ self-collecting ” by 
comparison to the sales tax? Does the 
taxpayer prefer to have his obligations 
paid while he earns and to have the tax 
deducted before it can be spent, or to 
write one or two checks for a lump- 
sum tax? Is there a psychological ad- 
vantage in having large, single pay- 
ments in terms of taxpayer interest in 
government efficiency, budgets, and ex- 
penditure? At this writing, we know 
little or nothing of the kind of thinking 
which tips the scale in favor of one 
form of tax payment or another. But 
the fact exists that federal pay-as-you- 
go withholding has been in effect and 
generally accepted during taxable years 
since 1940, and the mechanics of this 
collection are pretty generally estab- 
lished and understood by employers and 
taxpayers alike. 


Three Kinds of State Withholding 


Roughly speaking, the states having 
withholding provisions in their statutes 
can be divided into three groups: (1) 
The true pay-as-you-go withholding, 
which utilizes the employer or creditor 
as the withholding agent. (2) The 


4 The national average per capita revenues from 
state taxes for the fiscal year ending June 30, 1951 
were $103.52. Saint Paul Dispatch, July 11, 1952, 
p. 3, quoting U. S. Department of Commerce and 
Census Bureau. 


5 Alaska (Laws, 1949, Ch. 115, Sec. 8); Hawaii 
Revised Laws 1935, Ch. IV, Appendix Sec. 4, as 
amended; Oregon (Compiled Laws Annotated & 
Suppl., Ch. 110, Sec. 110-1620a); Vermont (Stat- 
utes, Sec. 945). 


“standby ” or optional withholding jp 
which the tax administrators are ay 
thorized to direct withholding at thei 
option by individual notice or by regy. 
lation. These in turn are subdivided inty 
those states (a) which limit the standby 
power to withholding from nonresident 
taxpayers,© or (b) which permit 
standby withholding as to resident and 
nonresident taxpayers alike.’ (3) Man 
datory withholding from payments tp 
nonresident individuals or corporations! 


Significantly, none of the adminis 
trative authorities empowered to ug 
withholding as to residents under 
standby laws have elected by regulation 
to make them applicable generally t 
residents on a mandatory basis. Cali- 
fornia’s Tax Franchise Board has by 
regulation exercised the option on 4 
mandatory basis as to nonresidents’ 
Likewise, Maryland’s comptroller, who 
was granted an optional standby statute 
as to nonresidents, has required manda 
tory withholding from payments made 
to nonresident individuals.” 

An express direction from the legisla- 
ture to establish a mandatory withhold- 
ing plan probably is necessary before 
even the most enterprising tax adminis- 
trator would adopt mandatory with- 


6 District of Columbia (47 USCA Sec. 1586(g)); 
Kentucky (Revised Statutes, Sec. 141.020); Maryland 
(Code Annotated, Art. 81, Sec. 250). 


7 Arkansas (Statutes, 1947, Title 84, Ch. 20, Sec. 
84-2026); California (Revenue and Taxation Code 
Sec. 18805, but made applicable to nonresidents only 
by regulation); Louisiana (Revised Statutes Set 
47:164). 


8 Colorado (Colo. Statutes Annotated Ch. 841, 
Sec. 28 as amended by Laws 1949, Ch. 171); Iowa 
(Code, Sec. 422.16); Kentucky (Revised Statutes 
Sec. 141.020); New York (Tax Law, Ch. 60, See 
366); Wisconsin (as to dividends only to De 
cember 31, 1951. Repealed by Ch. 394, Laws 1951): 


® California Income Tax Regulations, Sec. 18805 
18810(a). 


10 Maryland Income Tax Regulation No. 1. 
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holding as to its own residents. Due to 
statutory and common-law obligations 
of employers to pay over the entire 
earnings to his employees, such regula- 
tions could encounter serious trouble in 
the courts if not supported by an un- 
equivocal legislative intent. 


Constitutional Provisions Slight 
Obstacle 


The pay-as-you-go form of withhold- 
ing has been sustained under a rather 
typical uniformity provision’’ con- 
tained in the Organic Act of Alaska. 
In a recent case, Alaska Steamship Co. 
v. Mullaney,’ it was held that the uni- 
formity clause was intended to apply 
only to a property tax, and therefore 
the federal Constitution’s equal protec- 
tion clause did not apply to prevent col- 
lection of the tax from a seaman’s 
wages. This interpretation of a uni- 
formity clause as relating primarily to 
the property tax rather than to an in- 
come tax is consistent with the rulings 
in the majority of states where the 
courts do not treat an income tax as a 
form of property tax.’® 

But in those states which require that 
an income tax be “ proportional,” or 
where the courts do not limit the uni- 


Under the Organic Act of Alaska (48 USCA 
Sec. 78) “. . . all taxes shall be uniform upon the 
same class of subjects and shall be levied and col- 
lected under general laws and the assessments shall be 
according to the full and true value thereof... .” 


1234 F. Supp. 561 (D. C. Alaska 1949), aff'd 
180 F. (2d) 805 (CA-9, 1950). 


13 Reynolds Metal Co. v. Martin, 269 Ky. 378, 
107 §. W. (2d) 251 (1937); appeal dismissed 302 
U. S. 646, 58 S. Ct. 146 (discusses withholding from 
nonresidents); cf Re Opinion of the Justices, 133 
Me. §25, 178 A. 621 (1935); State ex rel. Atwood 
v, Johnson, 170 Wis. 218, 175 N. W. 589 (1919); 
see annotations 7 ALR 1617; 70 ALR 449 (1931); 
71 ALR 256 (1932); 97 ALR (1934). 
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formity clause to the property tax, the 
result could be different ** in the absence 
of specific constitutional amendment au- 
thorizing the income tax and withhold- 
ing provisions. 

A state’s equal privileges and immu- 
nities clause appears to present no ob- 
stacle to withholding provisions reach- 
ing nonresidents only, although the 
point has not been squarely litigated.”® 

In the absence of a provision in the 
New York constitution authorizing an 
income tax, withholding was sustained 
as to nonresidents in the leading case of 
Travis v. Yale & Towne Mfg. Co. 
The opinion of the United States Su- 
preme Court in that case disposes of 
most of the constitutional and practical 
objections which are voiced against 
withholding from wages. Vermont has 
pay-as-you-go withholding in the ab- 
sence of constitutional provisions except 
one requiring benefit to the commu- 
nity;** but the Vermont provisions 
have not been tested in the courts in re- 
ported decisions. 

Three principal contentions have 
commonly been made and rejected 
under the federal Constitution: (1) 
That withholding violates the contract 


14 E.g., In re Opinion of the Justices, 266 Mass. 
$83, 165 N.E. 900 (1929); Id., 220 Mass. 613, 108 
N.E. 570 (1915); Conner v. State, 82 N.H. 126, 
130 A. 357 (1925). 


15 Cf., Iowa Constitution Art. I, Sec. 6, construed 
in Vilas v. lowa State Board of Assessment and Re- 
view, 223 Iowa 604, 273 N. W. 338 (1937), appeal 
dismissed 302 U. S. 637, 58 S. Cr. 38. 


16252 U. S. 60, 40 S. Cr. 228, 64 L. Ed. 460 
(1919) aff’g 262 Fed. 576 (D. C., N. D., N. Y.). 
The same result was reached in Oregon in absence of 
express constitutional grounds when operation of 
withholding was made contingent upon whether a 
sales tax was in effect. Marr v. Fisher, 182 Or. 383, 
187 P.(2d) 966 (1947). 


17 Vermont Constitution, Art. 9th. 
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clause Art. I, Sec. 10 by impairing the 
contract between employer and em- 
ployee ** or corporation and _stock- 
holder.’® (2) That withholding vio- 
lates the due process clause of the 14th 
Amendment.” (3) That nonresidents 
are denied equal protection of laws 
under the 14th Amendment * by with- 
holding from wages or from dividend 
payments, or from regular trust pay- 
ments. It has been contended unsuc- 
cessfully that withholding out of divi- 
dends from earnings arising within a 
state to a foreign corporation unduly 
burdened interstate commerce.” 

The most recent case sustaining with- 
holding of wages from residents and 
nonresidents alike is Alaska Steamship 
Line v. Mullaney.**> In that case, the 
Alaska withholding statute provided 
that every employer who makes a pay- 
ment of wages or salaries shall deduct a 
tax in the amount of 10 per cent of the 


18 Travis v. Yale & Towne Mfg. Co., 252 U. S. 
60, 40 S. Cr. 228, 64 L. Ed. 460 (1919). Cf., 
Chanler v. Kelsey, 205 U. S. 466, 27 S. Cr. 550, 51 
L. Ed. 882 (1907); Royal Mineral Assoc. v. Lord, 
13 F.(2d) 227, 229 (D.C. Minn., 1926). 


19 State ex rel. Froedtert Malting & Grain Co., Inc. 
v. Tax Commissioner, 221 Wis. 225, 265 N. W. 672 
(1936). But cf., Wisconsin v. J. C. Penney Co., 
311 U.S. 435, 61 S. Ct. 246 (1940) discussed infra. 


20 Travis v. Yale & Towne Mfg. Co., 252 U.S. 60, 
40 S. Cr. 228, 64 L. Ed. 460 (1919); Reynolds 
Metal Co. v. Martin, 269 Ky. 378, 107 S. W. (2d) 
251 (1936), appeal dismissed 302 U. S. 648, 58 
S. Cr. 146 (1937); Alaska Steamship Line v. Mul- 
laney, 84 F. Supp. 561 (D. C. Alaska 1949), aff'd 
180 F. (2d) 805 (CA-9, 1950). 


21 Alaska Steamship Line v. Mullaney, 84 F. Supp. 
561 (D. C. Alaska 1949). aff’d 180 F. (2d) 805 
(CA-9, 1950); Travis v. Yale & Towne Mfg. Co., 
supra; State ex rel. Wisconsin Trust Co. v. Widule, 
164 Wis. 56, 159 N. W. 630 (1916). 


22 Wisconsin v. Minnesota Mining & Manufactur- 
ing Co., 311 U.S. 452, 61 §. Ct. 253 (1940). 


23 94 F. Supp. 561 (D.C. Alaska 1949), aff’d 180 
F. (2d) 805 (CA-9, 1950). 
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federal income tax deducted,* and te. 
mit the same to the tax commissioner, 
The entire statute and withholding pro. 
visions were attacked by an employer of 
seamen in interstate commerce on the 
grounds of improper delegation of legis. 
lative power under the due proces 
clause, under the federal due process, 
equal protection clause, and under the 
Alaska Organic Act uniformity clause, 
The court sustained the act in its en- 
tirety and held that even if the legisla. 
ture of Alaska adopted the federal tax 
laws by reference, no unconstitutional 
delegation of legislative power occurred, 
The question of whether an unconstitu- 
tional delegation occurred because of in- 
clusion of future amendments of the 
federal withholding provisions in the 
Alaska act was not squarely presented, 
since no such amendment had yet oc- 
curred. Yet the court said: 


We think it is far from clear that any in- 
valid delegation is attempted. There are of 
course many cases which have held attempts 


by a legislative body to incorporate provi- 


sions into its enactments by reference to 
future acts or other legislatures to be in- 
valid. But where it can be said that the at- 
tempt to make the local law conform to 
future changes elsewhere is not a mere labor- 
saving device for legislators, but is under- 
taken in order to obtain uniformity which 
is itself an important object of the proposed 
legislative scheme, there are a number of 
precedents for approval of this sort of 
ties... 

The court refers to reciprocal and re 
taliatory legislation, the 80 per cent 


24 Laws of Alaska, Ch. 115, Sec. 8. 


25180 F. (2d) 805, 816 (1950). See also Start, 
“ Reciprocal and Retaliatory Legislation,” 21 Mit 
nesota Law Review 371 (1937); Kessell, 87 Journal 
of Accountancy 293, 296 (1949); Mermain, 17 


Yale Law Journal 1, 18 (1947). 
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credit provisions of the federal estate 
tax, and the Federal Conformity Act. 

This is a sweeping decision, and it 
opens the door for a convenient new 
method of state withholding which can 
keep abreast of changes in the federal 
law and use federal returns with a mini- 
mum of inconvenience. The opinion of 
the Ninth Circuit makes no distinction 
as to the power to levy and collect such 
a tax between a territory and a state, 
treating the Alaska Organic Act as 
equivalent to a state constitution. The 
same standards of due process and equal 
protection of the laws were applied to 
incomes received outside Alaska as 
would be applied to a state, and the 
statute was found to have delegated to 
the tax commissioner an adequate au- 
thority to provide different apportion- 
ment if the statutory formula produced 
inequitable results. 

In situations where earnings or peri- 
odic income arise within the taxing 
state, but withholding is directed as to 
payments made to nonresidents, the 
Wisconsin experience with its dividends 
withholding tax is especially instructive. 
Wisconsin in 1935 imposed a 2% per 
cent withholding tax on dividends paid 
to residents and nonresidents alike by 
resident or nonresident corporations do- 
ing business in Wisconsin. This was 
attacked unsuccessfully by a Wisconsin 
corporation doing business in Minnesota 
and Wisconsin in State ex rel Froedtert 
Malting and Grain Co., Inc. v. Tax Com- 
mission,’"® and by foreign corporations 
doing business in Wisconsin in Wisconsin 
v. J. C. Penney Co.," Wisconsin v. F. 


6221 Wis. 225, 265 N. W. 672, 104 A. L. R. 
1478 (1936) sustaining the constitutionality of Wis- 
consin Laws 1935, Ch. 505, Sec. 3. 


*7311 U.S. 435, 61 S. Ct. 246 (1940) reversing 
233 Wis. 286, 289 N. W. 677 (1939). 
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W. Woolworth Co.,78 and Wisconsin v. 
Minnesota Mining & Manufacturing 
Co.*° The Wisconsin Supreme Court, 
in the last three cases cited, found the 
withholding tax unconstitutional as a 
privilege tax, the acts pertaining to 
which were beyond its borders. The 
Supreme Court of the United States, on 
appeal by the State of Wisconsin, held 
that the statute was valid and reversed 
for further proceedings as to the man- 
ner of application of the tax in deter- 
mining which business was within Wis- 
consin. The Penney decision emphasizes 
the state’s power to tax by means of an 
income tax which reaches the substan- 
tial privilege of carrying on business 
within the state. Mr. Justice Frank- 
furter said: * 


. «+ The fact that a tax is contingent 
upon events brought to pass without a state 
does not destroy the nexus between such a 
tax and transactions within a state for 
which the tax is an exaction. . . .*1 


A logical extension of these decisions 
into the grey area involving foreign 
corporations who are not licensed to do 
business in the state but are present by 
means of systematic and continuous 


28311 U. S. 622, 61 S. Ct. 444 (1940) reversing 
233 Wis. 305, 289 N. W. 685 (1939). 


29311 U. S. 452, 61 S. Cr. 253 (1940) reversing 
233 Wis. 306, 289 N. W. 686 (1939). Two later 
unsuccessful appeals were also made against the Wis- 
consin tax: International Harvester v. Wisconsin Dept. 
of Taxation, 322 U. S. 435, 64 S. Cr. 1060 (1944) 
(due process clause); Minnesota Mining & Manufac- 
turing Co. v. Wisconsin Dept. of Taxation, 322 U. S. 
425, 64 S. Cr. 1060 (1944). 


30311 U.S. 435 at 445 (1940). 


31 Citing Equitable Life Society v. Pennsylvania, 
238 U. S. 143; Maxwell v. Bugbee, 250 U. S. $25; 
Compania de Tabacos v. Collector, 275 U. S. 87, 98; 
New York ex rel. Cohn v. Graves, 300 U. S. 308; 
Atlantic & Pacific Tea Co. v. Grosjean, 301 U. S. 
412; Atlantic Refining Co. v. Virginia, 302 U. S. 
22; Curry v. McCanless, 307 U. S. 357. 
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local activities can be based upon Infer- 
national Shoe Co. v. State of Washing- 
ton,** where the Supreme Court held 
that such activities were sufficient to 
give Washington jurisdiction to compel 
payments under the state unemploy- 
ment insurance act.** 

In 1951 the Wisconsin legislature 
dropped the special dividends withhold- 
ing tax, effective January 1, 1952,*4 
treating it within a special rule that per- 
sons receiving 50 per cent or more of 
their taxable income from _ sources 
within the state must pay a tax on such 
dividends as ordinary income. Whether 
this resulted from administrative diffi- 
culties in collecting the tax or was legis- 
lative disapproval of dividends with- 
holding is not apparent; at least it was a 
costly tax in terms of litigation pro- 
duced. 

Before leaving the constitutional 
questions, it should be noted that a 
number of Ohio municipal income tax 
withholding provisions have been sus- 
tained against the objection that the 
state had occupied the field or had the 
exclusive power to tax.*® The power of 


32326 U.S. 310, 66 S. Ct. 154 (1945). 


33 See Roeskin, ‘“ Recent State Tax Trends,” 30 
Taxes—The Tax Magazine, 9, 15 (1952); West Pub- 
lishing Co. v. McColgan, 166 P. (2d) 861 (1946) 
aff'd 328 U. S. 823, 66 S. Ct. 1378 (1946), citing 
International Shoe Co. v. Washington, supra, and 


other cases. 
34 Wisconsin Laws, 1951, Ch. 394. 


35 Angell v. City of Toledo, 153 Ohio State 179 
(1950) (relying in part upon Wisconsin v. J. C. 
Penney Co., 311 U. S. 435, and holding Ohio had 
not preempted the field under its constitution) ; 
Humphrey v. Henderson, 58 Abs. 140 (1950, Ohio 
Ct. of Appeals) (Youngstown ordinance requiring 
withholding of tax from wage earners employed 
within the city was not any more discriminatory 
than like federal laws); City of Springfield v. Krich- 
baum, (P-H Ohio Tax Surv., |.71,032 Ohio Ct. of 
Appeals, 1950) and City of Springfield v. Kurtz 
(P-H Ohio § 71,034, Ohio Ct. of Appeals 1951). 
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Pennsylvania cities to impose a wage tay 
collected at the source, and in particulg 
the City of Philadelphia provisions, was 
considered in Philadelphia v. Westing. 
house Electric Manufacturing Co¥ 
where the court thought the power of 
the city to levy the tax, including with. 
holding provisions, had already been 
litigated,*” and held that the power to 
collect at the source was an incidental 
power. The place where the payroll 
was located and the fact that part of 
the services might be performed within 
and part without the city were imma- 
terial so long as the employer was ac- 
tually present and doing business in the 
city, employing resident persons subject 
to the tax. The case is a rather com- 
plete discussion of the problems a large 
manufacturer with several plants en- 
counters in collecting withholding taxes. 
In Kentucky, the Louisville city with- 
holding taxes on individuals have been 
sustained and the tax imposed on federal 
employees.*® 


Federal-State Relations 


The federal government has proved 
to be the stumbling block to uniform 
withholding of state and local income 
taxes. The exact legal grounds for the 





(No discrimination nor arbitrary classification arose 
because residents were taxed on wages earned outside 
the city while income from intangible property was 
not reached.) 


3655 D & C (Pa.) 343 (1946). 


37 Butcher v. Philadelphia, 333 Pa. 497, 6 A. (2d) 
298 (1938). It should be observed that case held 
invalid only the part of the city law exempting 
domestics, farm labor and farmers selling their own 
products, but sustained the rest of the law. The 
case is silent about the withholding provisions of 
the law. 

38 City of Louisville v. Sebree, 308 Ky. 420, 214 
S. W. (2d) 248 (1948); Cook, et al. v. Commit 
sioner, 312 Ky. 1, 226 S. W. (2d) 328 (1950) (em 
ployees of federal government not immune). 
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Comptroller General’s rulings are not 
clear, nor are they satisfactorily sup- 
ported by case law. The Comptroller 
General has consistently denied that the 
states have constitutional power to re- 
quire federal agencies to withhold the 
state tax On payments made to federal 
employees.*” In Decision B-72,432, 27 
Dec. Compt-Gen. 372, the opinion 
stated in regard to the Oregon with- 
holding tax law was as follows: 


In view of the well settled constitutional 
principle which precludes the regulation or 
control by a state, or political subdivision 
thereof, of the United States in the exercise 
of its governmental functions (see Mayo et 
al. v. United States, 319 U.S. 441; Johnson 
v. Maryland, 254 U.S. 51; Ohio v. Thomas, 
173 U.S. 276), and since it is obvious that 
the effect of the provisions of the Oregon 
tax law here involved so far as the matter of 
withholding and payment by the Federal 
government of the tax in question is con- 
cerned, is such as to impose a direct burden 
upon the United States, it must be con- 
cluded that the withholding feature of the 
Oregon income tax law is not for applica- 
tion in the case of payments of salary or 
wages due to Federal employees. Conse- 
quently, payment should be made of the sal- 
ary or wages due to employees of your de- 
partment without the deduction of an 
amount representing the Oregon income tax. 


The same court decisions and the above 
quotation were also relied upon in later 
declaring that federal agencies located 
in Louisville should not deduct the 
municipal income tax (28 Dec. Compt.- 
Gen. 101 (1948)). However, the Su- 
preme Court of Kentucky did not agree, 
and in Cook v. Commissioner of Sinking 


89Qp. Comptroller General to U. S$. Attorney 
General, 27 Dec. Compt. Gen. 372 (Jan. 6, 1948); 
Op. Comptroller General to the Secretary of the 
Treasury, 28 Dec. Compt. Gen. 101 (Sept. 17, 1948). 
See U. S. Treasury Dept. Release S-2779 (Aug. 13, 
1951) (stating that Congress will be required to act 
before the federal government will start to with- 


hold for states). 
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Fund of Louisville,*’ in 1950, held that 
the ordinance of Louisville, including 
the withholding provisions, applies to 
employees of the United States. That 
court decided properly that the doctrine 
of intergovernmental immunities had 
been repudiated by the Supreme Court 
of the United States in three leading 
decisions *' decided since Johnson v. 
Maryland, relied upon by the Comp- 
troller General of the United States. 


It is difficult to understand how the 
Comptroller General derives any sup- 
port whatsoever from Mayo et al. v. 
United States, cited in the Comptroller 
General’s opinion quoted above. That 
case did not involve taxation of em- 
ployees. The question was whether the 
State of Florida could exact an inspec- 
tion fee on fertilizer owned by the 
United States and shipped into Florida 
under the Soil Conservation and Domes- 
tic Allotment Act and for distribution 
under the National Soil Conservation 
program. The Supreme Court expressly 
considered the measure a _ licensing 
measure. The Supreme Court noted: 


. . . There are matters of local concern 
within the scope of federal power which in 
the silence of Congress may be regulated in 
such manner as does not impair national uni- 
formity. There are federal activities which 
in the absence of specific Congressional con- 
sent may be affected by state regulation. 
Graves v. New York ex rel. O’Keefe, supra, 
upon which appellants rely so strongly, is 
in this latter group. . . . We are not deal- 
ing as in Graves v. New York ex rel. 
O’Keefe, supra, with a tax upon the salary 
of an employee. . . . (Italics added.) *” 


40312 Ky. 1, 226 S. W. (2d) 328 (1950). 


41 Helvering v. Mountain Producers Corp., 303 
U. S. 376, 58 S. Ct. 623; Helvering v. Gerhardt, 304 
U. S. 405, 58 S. Ct. 969; Graves v. New York, 306 
U. S. 466, 59 S. Cr. 595, 120 ALR 1466. 


42319 U. S. 441, 446-447, 63 S. Cr. 1137, 1140 
(1943). 
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The O’Keefe case* held that New 
York could constitutionally levy an in- 
come tax on the employee of the Home 
Owners Loan Corporation, a federal 
agency, and said that no tangible or 
certain economic burden was placed on 
the United States as would justify a 
court declaring the employee clothed 
with immunity. It should be noticed 
that at the time the O’Keefe case was 
decided, New York had on the statute 
books (and still has) a withholding tax 
from wages of nonresidents of New 
York who work in New York. This 
provision had long been sustained by 
the Supreme Court of the United 
States.*t One wonders whether federal 
agencies in New York are withholding 
an income tax paid to their employees 
who happen to be residents of New 
Jersey or Connecticut? 

Due to the interest of Oregon,*® Ha- 
waii,*® Vermont,** and the National 
Tax Association,*® two bills *® were in- 
troduced into the 82d Congress giving 
authority to the Secretary of Treasury to 
provide for withholding by the federal 


43 306 U. S. 466, 59 S. Cr. 595 (1939). 


44 Travis v. Yale & Towne Mfg. Co., 252 U. S. 
60, 40 S. Cr. 228 (1919). 


45 See Collier, 3 National Tax Journal 193, 205 
(1950). 


46 See letter, Watonabe, 30 Taxes—The Tax 
Magazine 317 (April, 1952); H. R. 5224 was 
introduced by Delegate Farrington of Hawaii. 


47H. R. 5157 which was identical to H. R. 5224 
was introduced by Rep. Prouty of Vermont. 

48 See Proceedings, National Tax Association, 
1951, pp. 25-26, 388-389, 449, submitting and 
adopting a resolution to Congress requesting legisla- 
tion to permit departments and agencies of the fed- 
eral government to withhold from compensation of 
their employees. 


49H. R. 5157 and H. R. 5224. H. R. 5157 was 
reported favorably out of the Ways and Means Com- 
mittee and passed the Senate as an addition to S. 
1999. 
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government in cases where an agree. 
ment for such withholding is executed 
between the Secretary of the Trea 
and a proper official of the state. Theg 
bills, in an amended form, became law 
on approval of the President July 17, 
1952, as Public Law 587-82d Congress, 
Ch. 940-2d Session.” The enactment 
removes a troublesome impediment to 
fair and uniform collection of income 
taxes by withholding, although as q 
matter of law it seems likely the federal 
government could cooperate without 
the enactment of such a statute by Con- 
gress. 

One other problem in federal-state 
relations remains to be commented 
upon. It is a problem which now can 
be met by careful draftsmanship of a 
newly enacted state statute. In Ameri- 
can Hawaiian Steamship Co. v. Fisher 
a Federal District Court in Oregon held 
that where a federal statute prohibited 
restraint of the wages of seamen en- 
gaged in interstate commerce, Oregon 
could not constitutionally withhold 
from a seaman’s wage since Congress 
intended to regulate the field and to se- 
cure uniformity. Subsequently, Ore- 
gon amended its law to exempt “ wages 
of seamen which are exempt from garn- 
ishment, attachment or judgment under 
Sections 596, 597, 598, and 601 of Title 
46 of the United States Code.” © This 
problem, essentially involving the treat- 
ment of transient workers, can be pro- 
vided for in the original enactment of a 
withholding provision, as will be noted 
in the drafting pointers considered in 


50 The text of P. L. 587 is set out in Appendix A 
to this article at page 347, infra. 
51 (Unreported) See P-H Oregon Tax Servict, 


f 55, 133, 35; CCH Oregon Tax Service, pp. 16 
817.50. (Decided May 18, 1948.) 


52 Oregon Laws, 1949, Ch. 410, Sec. 6. 
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the last section of this article. The 
problem will arise more frequently as 
other kinds of organized transient 
workers receive protected or preferred 
treatment under federal law. 


The Alaska Withholding Tax—aA Fresh 
Approach 


Hawaii, Oregon, and Vermont have 
added their withholding provisions to 
already complex existing income tax 
laws, none of which achieve uniformity 
with the federal law. Complete and de- 
tailed annual returns are still required 
and must be audited in the case of per- 
sons subject to withholding as well as 
those not so subject to current collec- 
tion of the tax. The refund procedure 
is still necessary and the Oregon experi- 
ence indicates requests for refund do 
not come in for about $600,000 of about 
$12,500,000 collected.°* Vermont in 
1947 adopted the first attempt to tie in 
the federal income tax law with the 
state tax by using the same net income 
figure as the federal return except as to 
gains and losses and certain exempt in- 
come.*# 

By comparison, the new Alaska law 
seems a complete integration of the Fed- 
eral Internal Revenue Code and simplic- 
ity itself. The tax on individuals and 
corporations is measured as a flat 10 per 
cent of the federal tax due and payable 
without deduction for Alaska taxes. 
Withholding by employers is simply 10 
per cent of the federal tax withheld.” 
The Alaska return is a simple, one side of 
one page affair showing the name of the 

53 See Collier, 3 National Tax Journal 193, 209 
(1950). 


54 See Lasser, “ State Income Tax Simplification in 
Vermont,” 1 National Tax Journal 62 (1948). 


55 Alaska Laws 1949, Ch. 115, Sec. 5, A; Sec. 8, 
B. 
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employer, amount withheld, the amount 
of exemptions claimed on the federal re- 
turn, the total amount of deductions 
claimed on the federal return, the fed- 
eral tax payable, and a figure of 10 per 
cent of the federal tax which is the 
Alaska tax.°° The form is simpler than 
a federal short form 1040-A. Special 
provisions are made for allocation on re- 
turns used by employees engaged in in- 
terstate commerce.*’ There are no 
credits and no exemptions to police.®* 
Withholding returns and remittances 
are filed quarterly by the employer on 
adaptations of federal form W-2 
stamped to indicate their use for 
Alaska.*® Information returns are re- 
quired on February 15th for interest of 
$600 or more, dividends of $100 or 
more, rents or royalties of $600 or 
more.®” Of course, no deduction is pro- 
vided for federal taxes paid, so no prob- 
lem of proof arises on this point. Treat- 
ment of capital gains and losses, being 
based on the federal tax, is automatic. 
A copy of the federal return is sufficient 
to establish the liability or absence 
thereof.* Adjustments in the federal 
liability automatically result in adjust- 
ments of the Alaska tax.™ 

The Alaskan statute and regulations 
meet the federal-territory problem 
which troubled Hawaii by exempting 
from withholding remuneration for 


56 Alaska Deptax Form 600. 


57 Form 600, Schedule 1 (on reverse of Form 


: 600). 


58 Except in cases involving allocation, Alaska 
Laws 1949, Ch. 115, Sec. 5, C. 


59 Alaska, Regulation K. (Deptax Form 500). 


60 Based on Federal Law which is incorporated by 
reference into the Alaska Statute. 


61 Alaska Laws 1949, Ch. 115, Sec. 7, C. 


62 The taxpayer is required to report any re- 
computation of tax or determination of deficiency on 
his federal income tax returns. Id., Sec. 7, C. 
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services performed by federal employees 
and services performed by members of 
the Armed Forces.** 

A rather novel feature is included in 
the income tax statute to ensure that 
Alaska sales profits taxes are paid. The 
purchaser of taxable property (real or 
personal held as capital assets and not 
for sale or business) can withhold 1 per 
cent of the profits in excess of $1,000 
until the tax thereon has been returned 
or paid.“* If he fails to so withhold or 
secure evidence of return or payment, 
the purchaser assumes a transferee liabil- 
ity, which goes with the acquisition of 
the property, for the tax due from his 
predecessor in title. In other words, as 
to transferable property, the lien of the 
tax attaches as a kind of transfer tax, 
much like a gift or death tax, but with- 
out complex exemptions and variable 
rate structures.” The fact that evi- 
dence that the transfer has been re- 
turned or the tax paid need be presented 
only to the purchaser to release the 1 
per cent withholding eliminates paper 
work and trouble 
personnel. 


for administrative 


Taxpayers and practitioners in states 
having long and detailed income tax 
laws patterned on the federal law will 
instantly understand the advantages of- 
fered by the Alaska type statute: © (1) 
Only one set of decisions and regula- 
tions need to be learned and followed. 
(2) Items which are income for one 


63 Id., Sec. 8, A. 


64 Compiled Laws, Alaska, 1949, Title 48, Ch. 6, 
Sec. 48-6-2. 


65 Id. 


66 See also M. M. Kassell, ‘Progress Toward 
Achieving Uniformity in State Income Tax Adminis- 
tration,” Income Tax Administration: Symposium 
(Tax Institute, Inc., 1949), pp. 292, 298. 
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law are income for the other, except a5 
to allocation by taxpayers. (3) The 
complex rules for deductions, capital 
gains and losses, and exemptions are uni- 
form without the annoying lag between 
state and federal enactment. (4) 
Treatment of charitable contributions 
will be uniform and not dependent 
upon reciprocal statutes or locus. (5) 
Audits, assessments, and deficiencies 
need provide only one controversy in- 
stead of relitigating the same issue with 
state authorities under somewhat differ- 
ent regulations. (6) Likewise, read- 
justments resulting in federal refund 
will result in refund of the state tax. 
Tax administrators should be in- 
trigued by the Alaska statute: (1) It 
has been tested in the courts and sus- 
tained by two thorough and well-rea- 
soned opinions.*” (2) The administra- 
tion involves a minimum of decision- 
making, regulations, or litigation since 
the result reached with the federal au- 
thorities controls the tax liability. (3) 
Audit is reduced to mathematical 
computation and comparison with in- 
formation returns in nearly all cases ex- 
cept those involving allocation. (4) 
Struggles to secure proof of deductions 
or the validity of deductions are elim- 
inated entirely. (5) Refund procedure 
is reduced because there is no lengthy 
income-exemption-deduction computa- 
tion cycle to go through; one short 
form suffices for all except the allocation 
taxpayers. (6) Pressures for change in 
the statute or in regulations to favor 
certain interests now are removed to the 
federal arena in so far as the details of 
deductions, exemptions, or special classes 
of taxpayers are concerned. (7) The 


67 Alaska Steamship Lines v. Mullaney, 84 F. Supp. 
561 (D. C. Alaska, 1949) aff’d. 180 F. (2d) 805 
(CA-9, 1950). 
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cost of policing and collection should be 
reduced to a minimum since the advan- 
tages of both withholding and federal 
audit will be combined in a manner 
heretofore not available. 

Employers in states which previously 
have had withholding should find desir- 
able the uniform percentage and rate of 
withholding rather than graduated rates 
based on exemptions and level of in- 
come. 

Employers in states not having with- 
holding will have the following just 
complaints ®* in common with all with- 
holding agents: (1) Added burden of 
overhead to collect the tax for the state. 
(2) Added personnel to handle payrolls 
and withholding, particularly if alloca- 
tion is involved. (3) The trouble of 
obtaining residency and nonresidency 
certificates. (4) Added management 
problems. (5) A whole new set of 
forms and reports. Under the Alaskan 
method, however, there is the advantage 
that the same rules apply to both state 
and federal withholding since the 
Alaska type law incorporates the fed- 
eral law and regulations by reference, 
and it uses interchangeable forms for 
uniformity. Allocation seems to be 
simple enough as a mathematical compu- 
tation under the Alaskan regulations and 
return form. 

One major obstacle to the adoption 
of the Alaska form of withholding tax 
in states already having income taxes 
will be found in the reduction of per- 
sonnel necessary for administration due 
to fewer auditing, negotiation, and 
settlement functions. However, as any 
state tax administrator will hasten to 


88 See also Homuth, “ The Taxpayer Angle on 

Local Income Tax Administration,” Income Tax 
Administration: Symposium (Tax Institute, Inc. 
1949), pp. 329, 333. 
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testify, skilled auditors have been in- 
creasingly difficult to secure. Likewise, 
necessary stenographers and clerical per- 
sonnel under the existing system either 
are not available or must be hired away 
from business or industry by higher 
salaries or better retirement benefits. In 
states where the legislatures are genu- 
inely concerned to secure economy of 
collection of the maximum amounts of 
taxes already on the statute books, the 
Alaskan withholding method should be 
a subject of objective research and anal- 
ysis in terms of: (1) Reduction in cost 
of collection; (2) Increase in over-all 
collections; (3) Simplicity of enforce- 
ment; and (4) Reduction of wasted 
taxpayer time in calculation of tax and 
making out returns. Personnel now 
used for auditing or negotiation can be 
shifted advantageously to collection of 
other taxes and to front-line enforce- 
ment and evasion investigative activities 
where they are needed. 


Some Drafting Notes 


Certain provisions commonly appear 
in withholding statutes, or are placed 
there by later amendment, with sufh- 
cient frequency to raise an inference 
that administrative or legal difficulties 
will be encountered in their absence. 
These provisions include a clause pro- 
tecting the employer from suits due to 
nonpayment of moneys deducted from 
wages or salaries in compliance with the 
withholding law.®® Vermont has a 
rather unusual provision along this line 
which announces that the employer: 


. is indemnified against the claims and 
demands of any individual corporation or 


69 Oregon Comp. Laws Annotated, Sec. 110-1620a 
(1). 
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partnership for the amount of any payments 
made in accordance with the provisions of 
this section.*° 


Questions arise under the Vermont 
statute as to who does the indemnifica- 
tion in event of liability and from what 
fund? Suppose the withholding is in- 
tended to be correct but is in fact er- 
roneous, is the employer liable for penal- 
ties for failure to pay over wages, such 
as triple the wage as under some state 
wage-payment laws? Does the em- 
ployer who is sued by an employee in- 
terplead the state to answer the suit? 
The Oregon form of statute, which was 
derived from the British Columbia 1938 
law,'! seems the better approach since 
the suit appears barred at the outset to 
the extent the employer can show he 
‘intended compliance” with the tax 
law.” 

The second problem has to do with 
farm and transient labor, either migra- 
tory farm labor or otherwise. The 
Alaskan approach is to exempt all em- 
ployees exempted under the Federal 
Act, IRC Sec. 1621 or as amended. 
This includes all agricultural labor and 
domestics, as well as casual labor not in 
the course of the employer’s trade or 
business.** Vermont likewise has the 
same exemptions as the federal act for 
all agricultural labor and certain casual 
labor.** Oregon started to collect from 


c 


70 Vermont Statutes, Sec. 945, III. 


71 See Collier, 3 National Tax Journal 193, 201 
(1950); British Columbia Laws 1938, Ch. 210, 
Sec. 23. 


72. | . No employee shall have any right of ac- 
tion against his employer in respect of any moneys 
deducted from his wages and paid over in compli- 
ance or intended compliance with this section.” 
Oregon, Sec. 110-1620a (1) cited above. 


73 Alaska, Regulations E. 


74 Vermont Statutes, Sec. 945, I. 
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transient labor including all farm mi- 
gratory labor, then in 1949 amended its 
statute to exclude wages for casual labor 
paid to part-time employees whose sery. 
ices consist only of labor in connection 
with planting, cultivation, or harvesting 
of seasonal agricultural crops.”* But all 
agricultural employees were not ex- 
empted, and the interpretation of the 
seasonal exemption was narrowly con- 
strued to be limited to those seasonal 
occupations where there was a large 
turnover each day."® The federal, 
Alaska, and Vermont legislation sug. 
gest that farm wage withholding is not 
desirable; Oregon experience indicates 
considerable difficulty in administration 
of farm wage withholding where the 
statute requires it. 


Alaska handles a third matter, the 
refund problem, by a single general 
statutory provision delegating the de- 
termination to the commissioner of tax- 
ation, but clearly linking the refund to 
the federal determination.” Under 
such a system the return is the claim for 
refund without further audit. If, later, 
added tax is shown on the federal audit, 
then Alaska obtains its percentage of 
the additional tax."* Oregon experi- 
mented with a minimum refund where 
the refund exceeded $2.00. Subse 
quently this minimum was reduced to 
$1.00 and a two-year statute of limita- 
tions for the claim for refund enacted.” 
The minimum refund provision seems 
very desirable, but under the Alaskan 


75 Oregon Laws 1949, Ch. 410, (e). 


76 Oregon Legal Dept. Abstract, O. F. 550 (May 
11, 1950); O. F. 495 (Feb. 3, 1950). 


77 Alaska Laws 1949, Ch. 3, Sec. 7 C, D. 
78 Id., Sec. 7, C. 


79 Oregon Laws, 1951, Ch. 575; Oregon Compiled 
Laws Annotated, Sec. 110-1620a (5) (a). 
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No. 4) 


type of withholding the refund period 
should be kept open as long as federal 
returns are open, whether by agreement 
or otherwise. None of the statutes ap- 
parently make express provision for a 
refund to the employer who overpays 
the tax, except perhaps under the 
Alaska law by inclusion of federal law. 
This is a drafting point which should be 
covered. 

At the end of this article are tables 
showing a comparison of the four pay- 
as-you-go withholding jurisdictions for 
various administrative provisions and 
exempt employee groups under the 
statutes. °° 


80 Pp, 348-350. 


APPENDIX A 


Public Law 587—82d Congress 
Chapter 940—2d Session 
S. 1999 


AN ACT 


Relating to withholding, for State income 
tax purposes, on the compensation of 
Federal employees. 


Be it enacted by the Senate and House 
of Representatives of the United States 
of America in Congress assembled, That 
Where - - 


(1) the law of any State or Territory provides for 
the collection of a tax by imposing upon employers 
generally the duty of withholding sums from the 
compensation of employees and making returns of 
such sums to the authorities of such State or Terri- 
tory, and 


(2) such duty to withhold is imposed generally 
with respect to the compensation of employees who 
are residents of such State or Territory, 


then the Secretary of the Treasury, pursuant 
to regulations promulgated by the President, 
is authorized and directed to enter into an 
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CONCLUSIONS 


Relatively few legal obstacles prevent 
adoption of simple and effective with- 
holding provisions for collection of in- 
come taxes in states using this tax as a 
principal source of revenue. The 
Alaskan form of withholding law, which 
levies a simple percentage of the federal 
income tax paid, appears particularly 
attractive because it retains uniformity 
with federal law and administration. 
The simplicity of the Alaskan tax sug- 
gests that the income tax now can com- 
pete economically and favorably with 
the sales tax as a means of raising sub- 
stantial revenue for state and local gov- 
ernments. 


agreement with such State or Territory 
within one hundred and twenty days of the 
request for agreement from the proper offi- 
cial of such State or Territory. Such agree- 
ment shall provide that the head of such de- 
partment or agency of the United States 
shall comply with the requirements of such 
law in the case of employees of such agency 
or department who are subject to such tax 
and whose regular place of Federal employ- 
ment is within the State or Territory with 
which such agreement is entered into. No 
such agreement shall apply with respect to 
compensation for service as a member of the 
Armed Forces of the United States. 

Sec. 2. Nothing in this Act shall be 
deemed to consent to the application of any 
provision of law which has the effect of im- 
posing more burdensome requirements upon 
the United States than it imposes upon other 
employers, or which has the effect of sub- 
jecting the United States or any of its offi- 
cers or employees to any penalty or liability 
by reason of the provisions of this Act. 


Approved July 17, 1952. 











No. 


Stat 
Alask 


Hawa 
Orege 








| VoL. V 


NATIONAL TAX JOURNAL 


348 





s}isodaq 
SUIBY) 
suInIwaig 
quey 
4s0104U] 
: poitnbad suinjad UOlBULIOjJUT 
*poimbal uoreiepaq 


B1OUI 10 QOS$ 


qurtT ON 19410 
d10UI 10 OOT spueplaAiq 
P2OLLIVU YOST sory BAO1 

o[3UIs OSL { ‘syU9Y 
a10UI 10 0CZ ¢$ 4so10qUy 


:poimbeal suinjal UOljeUuLojsuy 
*poimbeal you uorleirepeqd 


*A[UO USUI} BIS SUIPOYYITM 
: paimbeal SuInjal UOI]BULIOsUT 
*‘paimnbal you Uoryeiel9eq 


BOUL IO QOG snosueL] [ISI] 

BOUIN QOQ sarji[BAOI ‘yuszy 

@10UI 10 009 4so10qUy 

d1OUI 10 YOT$ spueplaiq 

: palinbel suinjol UOl}BULIOJUT 
‘poimnbal suoijeiepseq 


-qunoure 
UINUITUIUL ON 

‘anp 

XB} JO JUSUIT[eysUI 

Jaye, uo uoryeord 

-de oN ‘afqeded 

q8010}U] “1OUOISSTUI 

-W09 JO UOT}a1OSIP 

ye xe} Jo uormeynd 
-w09 Jaqyje punjozy 


‘00 1$ 
St punjol wnuwIUlyy 
xB} 
Jaye] 0} podde aq 
youuvs pu’ punjal 
Jo} WIe[D st WIN} 
-ay ‘afqeAed 480.104 
-uy ‘yIpne 1aqye A[UG 


‘qunowle 

UWINUWITUIUL ON 
“189A JO pua 
Jajje syjuoul xIs 
UIY}T paTy eq Jsnul 
uoneoydde puny 
-9Y “onp jusul]]e4s 
-ur predun ou sey 
IoABdxey ayy Jt A[UO 

pus qipne Jaye A[UO 


*qunoUls 
UINUITUTUL ON 
‘puny 
-al a1ndas 04 pay 
eq ysnul wInjal V 
*‘punjol 
Joj ysanba st winjexy 


‘aynyeys Aq posinb 
“ot ApyIquy [19 
-pey jo osueyo JO 
UOIZB19}{V JO BION 


“suoIs 
-rAoid §=yermeds ON 
‘aules JO UoTjonpoid 


puswap Jo sp10da4 
pus syooq 4yoads 
-UI UBD JOUOISSTU 
-W109 94} “IaAVMOY 
‘uorstaoid [eroads ON 


‘poimbar aZueyo 
[Blopey JO 9oTJOU ON 

*‘sp10001 

JO s}U9UIO}eysS [BIO 

-ads oimbart Avul 

JQUOISSIUIWIOD 4Nq 
uoIstAoid [erads ON 


‘aynyeys Aq paatnb 
~al AYTIGVI] [BLOPoy 
ul 93uByd JO UOTye 
-19}[8 AUB JO 9DIJON 
‘qsanboi uo ‘sox 














uiIn}ey 
UOT} VULIOJUT—UOT}BIB]I9Cq 


spunjoy 


poeystuing aq satdog 
UINjayY [Bapay ISN 


E = 
S B 
eS Se ns Ree ORY RIE, Saks SE ETE eee eee 
“uIny 
-a1 ased 9a1y} [[NY 
"u0ly ip ne 
-Bllouovel ~=jenuuy “‘quepIso1u0u 
‘Tg Avenue ‘TE "69481 0} SB 9783S UIYIIM 
1aqowo ‘TE Ane peyenpeis S901N0s WO1J—QOS$ 
‘og Judy ‘Ajieqaen® «48 ‘sakol[duq “‘qUepISGI—HOC$  YUOULIOA 
“uiny 
-a1 o8ed 9014} [[N 
‘000'F$ 19A0 
auloour sso16 YIM 
[enpiarpur Aioaq 
‘uol} *a10Ul 
-BIjlouodal =jenuuy 10 QOSI$ JO 9UI0D 
"Ig Avenues ‘TE "soy el -Ul 7aN ‘:pateyy 
Jaqopg ‘TE Ane peyenpeis ‘a10UI JO QCZg Jo 
‘og [udy ‘Ajsoqzengy 48 ‘saA0[dwuq euwloour zayy :a[suig uoZaIQ 
‘uoly 
-BI[IouodaL =~ penuuy “many 
*pueprAIp ‘aSBq Xv -a1 o8ed anoy [ng 
Jajje YJUOU Jo yy Ul papnyout --- 
‘Arenuee pus SUIZpO, pue “you 
‘19qoqog ‘~‘Alne pisoq jo enjeA 10 spuBisy UTyIIM 
‘judy jo 419% uo ‘slappoyareys WO1J J84}a4YM VUIOD 
poqytuied eq Avur 0} spuep -ul Jo 901no0s uo 
JOUOISSIUIUIOD 04 -IAIp Zuthed os[’ spusdeq “peti 
sjuowAed A194 Auvduiod [Bo0'T -1BUl JI OOTZ$ 0} 
-renb ynq ‘A;yQUO Py ‘roAO[duy «=: OT BuIs Jt OOT'T$ wos, TIVMBTT 
“u0T} 
-BI[IouODel ~=[enuuy 
*‘paseyo 
-Ind st JO pjos sy 
"Ig Jaquiss ‘uinjal 83ed 9uGQ 
-9q ‘Og sequie, -<-- 
dag ‘og eunr ‘Tg “AIT[PS “BUIPOyYIIM 07 
yo1e JW —Aypsaqzrene? ‘rafo[duiyq «= yoafqns a10UI 10 OTS BysBly 
quosy Aq usy MM 4q ou0g WO J—UINjeYy OJ ne 
preg SurpjoyyIM = BUIP[OYYIM «= @uIODUT_- NUITUTY — 








SULALVLG DNITIOHHLIM, OF)-NOX-SY-AVG AO SNOISIAOUY FALLVALSINIWGY 40 NOsIuvaWwog 
€@ XIGNUddV 











£ 
Be 
— 
ag) 
en) 
Eg! 
Oa 
Z, 
t 
? 
@ 
i 
iL 
|i 
. 
ir 
4 
< 
if 
FE 
t 
4 
iS 
F 
1% 
19 
is 
q 


Weer tice Bie tl. Atcetea 


am 








No. 4] “ PAY-AS-YOU-GO ” WITHHOLDING 349 
APPENDIX C 


CoMPARISON OF PRINCIPAL AND Exempt CLASS oF EMPLOYEES UNDER 
Pay-As-You-Go WITHHOLDING STATUTES 


———— — — —_—_——— oo - ———__——— 
ae - —— — = —_—— oe 





. . Non- 
State — residents Employees Exempt from Withholding 


Subject 


Alaska All, except All, except A. Residents: 


Group A Group B 1. Federal employees and military forces. 
2. Agricultural labor. 
3. Domestic service in home, college club, local 
chapter house. 
Casual labor not in course of employer’s business. 
Minister of gospel. 
Fees to public official. 
If less than one-half of time is wage then none 
deemed wage. 








SO > 


B. Nonresidents: 
1. Sources derived within the territory with detailed 
schedule for apportionment. 
2. Federal employees or military. 


Hawaii All All Limited exclusion of occasional services. 
Includes U.S. and agencies, but not clearly military. 


Oregon All, except ll, except <A. Residents: 
Group A Group B 1. Active duty in military service. 
2. Domestic service including college clubs or chap- 
ters of fraternity or sorority. 
Casual labor not in course of employer’s trade. 
Part-time agricultural laborers. 
Seamen except from attachment or garnishment 
under 46 USC Secs. 596, 597, 598. 


B. Nonresidents: 


> 99 


or 


1. As above. 
2. Employees of common carrier in and out of the 
state. 


Vermont All, except All, except Exemptions are the same as under federal law, the chief 


as noted as noted classes of exemptions being agricultural workers and 
in Col- in Col- domestic help. 
umn 4 umn 4 








Source: Prentice-Hall, State and Local Taz Service (State Personal Income Tax Edition) 
(Alaska, Oregon, Vermont, returns and official instructions). Prentice-Hall, Hawai Taz 
Service (returns and official instructions, law). 











350 NATIONAL TAX JOURNAL 


APPENDIX D 
CoMPARISON OF PERSONAL INCOME TAX REVENUES FOR STATE AND TERRITORIAL GOVERNMENTS 
Havine Pay-As-You-Go WitHHOLDING LAws 





ve : eguerien= —————— 


State 1946 1947 «©1198 | 1949 1950 1951 ~ Remarks 


(1) (2) (3) (4) (5) (6) (7) (8) 


Aleka 28 x. cscs Pa Dreccecend . Saree $4309,156$ ™ (a) Includes cor- 
porate in- 
come tax, 

(b) Not yet re- 
ported. 

Hawaii®? 8,504,384 9,205,616 9,981,883 9,787,188 9,034,072 9,891,931 (c) Withholding 
tax on com- 
pensation 
enacted in 
1935 by 
Hawaii. 

Oregon 14,486,634 19,972,380 30,863,181 35,863,474 29,459,533 35,945,614 (d) Oregon F 
enacte 
withholding 
provision in 
1947 reflected 
in the 1948 
collections. 

Ver- 1,601,204 1,929,956 3,112,282 3,584,514 4,228,922 4,900,500 (e) Vermont 

mont “” enacted 
withholding 
provisions in 

1947 effective 

in 1948 col- 

lections. 



































Note: None of the states indicate rate increases in the years shown. 
Source: Commerce Clearing House, Tax Systems (1952), pp. 338, 343, 347. 
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THE DYNAMICS OF TAX BURDEN COMPARISONS * 


ALBERT C. NEISSER T 


HE ANALYSIS of the burden of 

taxation by income classes has been 
limited in the past to the study of a 
given tax system and its impact at a 
given point of time. From the pioneer 
work of Gerhard Colm and Helen Tara- 
sov in 1940 and 1942? to the recent 
analysis by Richard A. Musgrave in 
1951,” burden studies have aimed at 
providing a test of the progressivity, 
proportionality, or regressivity of a 
given tax system and its component 
parts. The percentage of the average 
income paid in taxes in each income 


* Eprror’s Note: To meet the space limitations of 
the Journal, this manuscript has been condensed from 
a much longer study presenting a more elaborate 
analysis and more complete tabular data. We are 
informed that mimeographed copies of the full study 
are available on request from the author (Tax 
Advisory Staff of the Secretary, Treasury Department, 
Washington, D. C.). 


{The author is a member of the Tax Advisory 
Staff of the Secretary of the Treasury. The views 
expressed and the estimates made are those of the 
author and do not necessarily reflect opinions or esti- 
mates of the Treasury Department. 

I gratefully acknowledge the friendly help of John 
Copeland with whom I discussed many points of pro- 
cedure and whose advice in the estimation of the 
burden of specific excise taxes was invaluable to me. 
I am also indebted to Richard E. Slitor and Joseph A. 
Pechman for many suggestions and encouraging 
criticism. Needless to say, I alone should be blamed 
for the shortcomings of this paper. 


1G. Colm and H. Tarasov, Who Pays the Taxes?, 
Monograph No. 3 (Washington: Temporary National 
Economic Committee), 1940; H. Tarasov, Who Does 
Pay the Taxes?, Supplement IV, Social Research 
(New York: New School for Social Research), 1942. 


2R. A. Musgrave, J. J. Carroll, L. D. Cook, and 
L. Frane, “ Distribution of Tax Payments by Income 
Groups: A Case Study for 1948,” National Tax 
Journal, 1V (March, 1951), p. 1. 


bracket was presented in sets of ef- 
fective rates of tax both for specific 
types of taxes and for the tax sys- 
tem as a whole. Comparisons of ef- 
fective rates of tax at different points 
of time yielded answers to the question 
of whether persons whose income before 
taxes fell into a certain income class, on 
the average, paid a higher or lower per- 
centage of their income in taxes than 
persons in the same income bracket 
would have paid at another time and 
under a different tax system. 


Comparisons of tax burdens of this 
type were static in their approach; they 
disregarded the fact that, due to changes 
in income and in prices, the same per- 
sons may not be’ in the same income 
bracket during the two periods under 
observation. Under relatively stable 
economic conditions the comparison of 
effective rates of tax satisfactorily dem- 
onstrated whether persons were better 
or worse off in terms of disposable in- 
come; in times of rapid change the com- 
parison of effective rates will indicate 
whether the tax load was more equit- 
ably distributed in one period than in 
another, but it will not provide an ade- 
quate answer to the question of whether 
taxpayers are better or worse off than 
they were previously. As Gerhard 
Colm and Haskell Wald pointed out in 
their recent article, ‘‘ We believe that in 
a period of rising expenditures (i.e., 
government expenditures) the static 
analysis of the type. presented in the 
TNEC study and the Musgrave study 
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must be supplemented by a dynamic 
analysis which takes into consideration 
the rise in incomes (resulting from the 
defense program) and the rise in taxes.” * 

At the suggestion of Gerhard Colm, 
I prepared an analysis of changes in dis- 
posable income after all federal taxes 
since the outbreak of hostilities in 
Korea. This analysis, which was in- 
corporated in the article quoted above, 
compared disposable income after all 
federal taxes of taxpayers at various 
levels of income in the first half of 1950 
with disposable income in 1951, under 
the assumption that the gross income of 
such taxpayers increased by various 
hypothetical percentages.* In this paper 
the same type of analysis will be applied 
to income levels estimated for the cal- 
endar year 1952 and at rates under the 
Revenue Act of 1951. 


The conventional static type of bur- 
den comparisons provides criteria for 
selecting the type of tax to be imposed 
if there is a choice between various al- 
ternative forms of taxation. In times 
of rising government expenditures, 
however, the alternatives are rather 
“the possible imposition of additional 
taxes or the impact of inflationary or 
noninflationary deficit financing. One 
of the alternatives which should be ex- 
amined in such a situation is the burden 
that inflation imposes on various income 
brackets, compared with the burden 


3G. Colm and H. P. Wald, ‘Some Comments on 
Tax Burden Comparisons,” National Tax Journal, V 
(March, 1952), p. 6. 


4 Ibid., p. 7. The analysis took into account in- 
creased rates of federal taxes imposed under the 
Revenue Act of 1950, the Social Security Act Amend- 
ments of 1950, the Excess Profits Tax Act of 1950, 
and the further rate increases proposed by the Secre- 
tary of the Treasury in his statement before the 
Committee on Ways and Means, February 5, 1951. 
Since the computations were made before its enact- 
ment, the rates adopted in the Revenue Act of 1951 
could not be taken into account. 


| VoL. V 


that various additional taxes imposed on 
the same people.” ® 


Since the outbreak of hostilities jn 
Korea, defense expenditures have in- 
creased sharply, stimulating large in- 
creases in personal income and private 
investment. Consumer prices have also 
risen despite the fact that government 
receipts have exceéded government ex- 
penditures by a substantial margin. 


The objective of the present article is 
to provide tentative answers to the fol- 
lowing questions which are raised by 
dynamic changes in the economy and 
which cannot be answered by means of 
static burden analysis: (1) Were tax- 
payers on the average better or worse 
off in 1952 than in the first half of the 
calendar year 1950? (2) Were tax- 
payers of different family status and at 
different income levels better or worse 
off in 1952 than they were before 
Korea? (3) How large an increase in 
their gross income did taxpayers need in 
1952 to obtain the same real income 
they had obtained before the outbreak 
of hostilities in Korea? And, finally, 
(4) to what extent were increases in in- 
comes absorbed by increases in federal 
taxes and to what extent by increases in 
prices? 

The discussion of the first three ques- 
tions will be attempted on the basis of 
disposable income after the federal in- 
dividual income tax only—federal ex- 
cises and the shifted portion of corpora- 
tion taxes being taken into considera- 
tion in the price adjustment. The 
fourth question—that of the relative 
weight of price increases and of tax in- 
creases in changes of real disposable in- 
come—will require an analysis of all 
federal taxes and their effect on the con- 
sumer price level. 


5 Ibid, p. 4. 
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No. 4] TAX BURDEN 


| Were Taxpayers on the Average 
Better off in 1952 Than Before Korea? 


The yield of the federal individual 
income tax is expected to increase from 
an annual level of $16.8 billion during 
the first half of the calendar year 1950 
to about $29 billion during the calen- 
dar year 1952. About half of this in- 
crease is attributable to the rate in- 
creases of the Revenue Acts of 1950 and 
1951, the other half to increases in in- 
come and the accompanying shifts of 
taxpayers into higher rate brackets. 
Total personal income during the pe- 
riod covered is estimated to increase 
from $216.7 billion to $270 billion, or 
24.6 per cent, and income reportable on 
tax returns (adjusted gross income) is 
estimated to increase from $185 billion 
to $240 billion, or 29.7 per cent.* After 
deduction of the federal income tax, 
taxpayers are estimated to be left with 
§211.0 billion in 1952 as against $168.2 
billion in the first half of 1950, in cur- 


6The Department of Commerce concept of per- 
sonal income is not identical with the concept of 
adjusted gross income as defined by the tax law. 
Not all personal income is taxable, and not all in- 
come to be reported on tax returns is included in 
the definition of personal income. The estimation of 
adjusted gross income on the basis of given estimates 
of personal income requires a large number of adjust- 
ments, described in detail by Selma F. Goldsmith in 
her article, “Appraisal of Basic Data Avajlable for 
Constructing Income Size Distributions,” Studies in 
Income and Wealth, Vol. XIII (New York: National 
Bureau of Economic Research), 1951. Although 
estimates of this type contain many conjectural ele- 
ments, they are considered sufficiently accurate to 
put into the right perspective the estimates of tax 
burdens by family size and income levels, based on 
adjusted gross income. No adjustment is made for 
underreporting, but income below filing requirements 
is excluded. The larger percentage increase in esti- 
mated adjusted gross income compared to personal 
income is mainly due to the large payments of tax- 
free special National Service Life Insurance dividends 
during the first half of the calendar year 1950. 
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rent prices. Income after federal in- 
come tax in constant, first-half-of-1950 
prices will increase from $168.2 billion 
to $186.1 billion, or 10.6 per cent, if it 
is assumed that the price level, as meas- 
ured by the Consumer Price Index of 
the Bureau of Labor Statistics, increased 
from 168.8 to 191.4, or by 13.4 per 
cent. On the assumption of an increase 
from 52 to 54 million in the number of 
tax returns filed, adjusted gross income 
for the average taxpayer is estimated to 
increase from $3,558 to $4,444 (24.9 
per cent), and real income after income 
tax is estimated to increase from $3,235 
to $3,446 (6.5 per cent). 

To the extent that increases in federal 
excise taxes and in corporation taxes 
have been shifted to consumers in 
higher prices, their impact is taken into 
account in the price adjustment. To 
the extent that corporation taxes re- 
duced dividend payments, their impact 
is reflected in lower levels of personal 
income. With the exception of the por- 
tion of increases in corporation taxes ab- 
sorbed by undistributed corporate 
profits and of contributions to social 
security funds, the above estimates rep- 
resent the combined effect of increases 
in all federal taxes and of increases in 
the price level on the real income of the 
average taxpayer. It may be concluded 
that taxpayers on the average will ob- 
tain 25 per cent more adjusted gross 
income in 1952 than before Korea and 
be better off in terms of real income 
after federal taxes and after adjustment 
for price increases than they were dur- 
ing the first half of 1950. 

The distribution of the increases 
throughout the income scale is not 
known. Fixed income recipients are 
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concentrated in the lowest income 
classes and, consequently, increases in 
gross income in these classes may fall 
short of the average increase of 25 per 
cent. On the other hand, the most re- 
cent information available indicates 
that the share of labor and farm income 
in the total has increased in the course 
of the last two years. Since income 
from these sources accounts for the 
largest portion of total income in the 
lower and middle brackets, it would 
seem likely that the distribution of the 
increases in gross income is fairly uni- 
form. The increase in average income, 
however, is the combined effect of in- 
creases in the labor force, employment 
of formerly unemployed members of 
the labor force, earnings of those em- 
ployed at the same type of work due to 
longer hours, higher wages, or up-grad- 
ing, and shifts to more remunerative 
types of employment. To the extent 
that average income per taxpayer has 
increased because more persons were at 
work, increases in the earnings of those 
who were steadily employed may have 
fallen short of the average. 

The fact that, on the average, tax- 
payers’ income has increased 25 per cent 
since Korea and that, on the average, 
they were better off in terms of real in- 
come after taxes than they had been 
before the outbreak of hostilities, does 
not mean that all taxpayers needed such 
an increase to be as well off during the 
calendar year 1952 as they were during 
the first half of 1950. There are sig- 
nificant differences between single and 
married taxpayers and, within these 
groups, among taxpayers with a differ- 
ent number of dependents and at differ- 
ent levels of gross income. 
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II. Were Taxpayers of Different Family 
and Income Status Better or Worse 
off in 1952 Than Before Korea? 


A. Impact of increases in the federal 
individual income tax without adjust. 
ment for price increases. Before we dis- 
cuss changes in real income after taxes, 
it seems appropriate to point out that 
the increase in federal individual income 
tax rates absorbed only a relatively 
small portion of the increases in income 
before tax which most taxpayers ob- 
tained. The differences in income after 
deducting the federal income tax since 
Korea are illustrated in Table 1. The 
figures are in current prices and not ad- 
justed for changes in the price level, 
Due to the unchanged amount of per- 
sonal exemptions allowed, effective rates 
of tax in the lower and middle income 
brackets under the Revenue Act of 
1951 increased much less over pre- 
Korean rates than the increases in mar- 
ginal rates would seem to indicate.’ It 
is not surprising, therefore, to find that 
married persons with two dependents 
and incomes of well over $10,000 would 
retain more income after taxes in 19§2 
than before Korea, even if their ad- 
justed gross income increased by only 
§ per cent, and that single persons with 
no dependents and incomes within the 
same range would need increases of con- 
siderably less than 10 per cent to be left 
with the same income after taxes as in 
early 1950. For instance, a married 
person with two dependents who earned 
$3,000 before Korea, and whose income 
increased by 5 per cent to $3,150, paid 
$54 under the Revenue Act of 1948— 
leaving him with an income after taxes 


7 The first bracket starting rate increased from 166 
per cent to 22.2 per cent. 
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of $2,946 before Korea. The same per- 
son will have to pay $102 of tax under 
the present law on his assumed 1952 ad- 
justed gross income of $3,150. His in- 
come after taxes will amount to $3,048 
or 3.5 per cent more than before Korea. 
If he were single and had no dependents, 
his income after taxes would decrease 
by $1, or less than one-tenth of 1 per 
cent. 

B. Combined impact of increases in 
the federal individual income tax and in 
prices since Korea. An appraisal of the 
change in tax burdens since Korea 
would not be complete if incomes after 


COMPARISONS 


355 


taxes were measured in terms of current 
dollars without accounting for changes 
in the price level. Price increases affect 
the purchasing power of income after 
taxes to the extent that it is currently 
spent, and the value of past and cur- 
rent savings are affected to the extent 
that they are held in the form of liquid 
assets and spent before prices return to 
their previous level. The price adjust- 
ment made in this study is based on in- 
come after taxes, regardless of the sav- 
ings ratio. No attempt is made to inte- 
grate the impact of price increases on 
the value of liquid assets and other 


TABLE 1 
INCREASES OR DECREASES IN INCOME AFTER FepeRAL INDIVIDUAL INCOME TAX FoR VARIOUS 
HyYporuHeEtTIcAL INCREASES IN INCOME Berore Tax Since Korea 
IN CURRENT PRICES 
(Taking into Account the Increased Federal Individual Income Tax Rates 
Applicable to 1952 Incomes) 








Per Cent Change 
in Adjusted 


Adjusted Gross Income Before Exemptions Earned Before Korea 





Gross Income 














Since Korea $1,000 $3,000 $5,000 $8,000 $10,000 $25,000 
Amounts of Increase or Decrease (—) in Income After Tax Since Korea * 
Single person—no dependents 
No change ....... - $17 — $118 — $211 — $385 — $523 — $1,989 
5% increase ...... 23 - 1 — 22 — 107 — 194 - 1,478 
10% increase ...... 63 115 162 170 135 - 970 
15% increase ...... 103 232 347 448 464 - 463 
20% increase ...... 143 349 532 724 785 41 
Married person—two dependents 
No change ....... bias - 18 -117 — 266 — 361 — 1,334 
5% increase ...... 50 102 83 46 29 — 537 
10% increase ...... 100 222 273 * 357 418 241 
Per Cent Increase or Decrease (—) in Income After Tax Since Korea * 
Single person—no dependents 
No change ....... -18% - 4.5% -4.9% -58% -64% -112 
5% increase ...... 24 0 -0.5 -16 -24 - 84 
10% increase ...... 6.6 43 38 26 1.7 - 55 
15% increase ...... 10.9 88 8.1 6.7 5.7 - 26 
20% increase ...... 15.1 13.2 12.4 10.9 96 02 
Married person—two dependents 

No change ....... ve - 0.6% — 2.5% -3.7% -41% - 66% 
5% increase ...... 5.0% 3.5 18 06 03 - 26 
10% increase ...... 10.0 75 59 5.0 47 12 

*Taxes on incomes below $5,000 were taken directly from the Supplement T tax table; 
on incomes above $5,000 taxes were computed on the assumption that deductions amount to 


10 per cent of adjusted gross income at all levels. 
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forms of savings accumulated in the 
past. The correction in the relative 
economic position of various taxpayers 
for the impact of price increases is, 
therefore, only a first tentative step and 
cannot be considered as complete. Al- 
though this simplifying treatment prob- 
ably understates the regressivity of the 
impact of rising prices, the price ad- 
justments made here significantly re- 
duce the differences in tax burdens be- 
tween various groups of taxpayers. 

For instance, a married person with 
two dependents with a pre-Korean in- 
come of $3,000 before and of $2,946 
after income tax would have left only 
$2,688 of his 1952 income of $3,150 
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(assuming a § per cent increase in ad- 
justed gross income) after adjusting for 
increases in taxes and prices. He would 
have $258, or 8.8 per cent, less to spend 
in constant first-half-of-1950 prices, 
The after-tax income of a single person 
with no dependents would be reduced 
by $313, or 11.8 per cent. While the 
difference between the two groups of 
taxpayers due to the income tax alone 
amounted to $103 ($102 plus $1), the 
difference after the adjustment in prices 
has been reduced to $55 ($313 — $258), 
If price increases affected both types of 
taxpayers in the same proportion, the 
difference would be $91 ($103 + 1.134) 
in constant pre-Korean prices. Thus, 


TABLE 2 
INCREASES OR DECREASES IN REAL INcoME AFTER FEDERAL INDIVIDUAL INcoME TAX FoR VARIOUS 


HyporHeticaL INCREASES IN Money INcoME Berore Tax SINce Korea * 




















Per Cent Change 
in Adjusted 





Adjusted Gross Income Before Exemptions Earned Before Korea 








Gross Income 


Since Korea $1,000 $3,000 


$5,000 $8,000 $10,000 $25,000 





Per Cent Increase or Decrease (—) in Real Income After Income Tax Since Korea * 7 
Single person—no dependents 


No change ....... - 134% — 15.8% — 16.1% — 16.9% -17.5% — 21.7% 
5% increase ...... — 9.7 ~118 -123 -132 -13.9 -192 
10% increase ...... —- 6.0 — 80 - 85 —- 96 —-104 — 16.7 
15% increase ...... — 32 - 41 - 47 - 59 - 68 -14.1 
20% increase ...... 15 - 2 - 9 - 22 - 34 -116 
25% increase ...... 5.2 3.7 29 1.2 0 - 91 
30% increase ...... 9.0 76 6.7 4.7 3.4 - 67 
40% increase ...... 16.4 15.4 14.3 11.7 10.1 -~ 17 
Married person—two dependents 
No change ....... - 11.8% - 12.4% - 140% -— 15.1% ~ 15.4% - 175% 
5% increase ...... - 74 - 88 -10.3 -113 -115 —141 
10% increase ...... - 3.0 —- 52 - 65 - 74 - 76 -108 
15% increase ...... 14 - 35 - 27 - 36 - 38 - 74 
20% increase ...... 58 2.0 1.1 3 0 - 42 
25% increase ...... 10.2 56 49 4.0 3.6 - 1 
30% increase ...... 146 9.2 8.7 7.9 73 2.0 
40% increase ...... 23.5 16.4 16.3 15.5 14.7 79 





*Taxes on incomes below $5,000 were taken directly from the Supplement T tax table; 
on incomes above $5,000 taxes were computed on the assumption that deductions amount to 


10 per cent of adjusted gross income. 


+1952 income after income tax was divided by the ratio of the estimated 1952 average level 


191.4 


of the BLS Consumer Price Index to the first half of 1950 level: ———= 1.134. 


168.8 
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the impact of price increases eliminates 
a significant part of the protection af- 
forded taxpayers with dependents by 
the system of per capita exemptions. 
By the same token, the effects of rate 
graduation under the individual income 
tax are reduced by the impact of price 
increases, and the principle of taxation 
in accordance with ability to pay is 


weakened (Table 2). 


Ill. How Large an Increase in Adjusted 
Gross Income Did Taxpayers Need 
in 1952 To Be as Well Off as Dur- 
ing the First Half of the Calendar 
Year 1950? 


In order to break even with their pre- 
Korean real income after federal income 
tax, taxpayers will have to obtain con- 
siderably larger increases in adjusted 


gross income than those needed to off- 


set the increases in the tax alone. These 
break-even points are shown in Table 3. 


TABLE 3 


INCREASES IN ADJUSTED Gross INCOME LEAVING 
TAXPAYERS THE SAME AMOUNT OF REAL 
DisposaBLE INCOME IN 1952 as 
IN JUNE, 1950 * 


Percentage Increases 
in Adjusted Gross 
Income Needed 
to Break Even * 


Married 

person— 
no two 

dependents dependents 


Selective Levels 
of Adjusted Gross _ 


Income Received 
Before Korea 





Single 
person— 





17.9% 


13.4% 

2,000 19.2 13.4 

3,000 20.2 17.1 

4,000 20.2 17.9 

5,000 21.2 18.5 

6,000 21.4 18.9 

8,000 23.2 19.7 
10,000 25.0 20.1 
15,000 31.4 22.1 
25,000 43.5 


26.8 





*Taking into consideration increases in indi- 
vidual income tax rates under the Revenue Act 
of 1951 and expressing the resulting disposable 
income in constant June. 1950 dollars. 
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Bearing in mind that, on the average, 
taxpayers are estimated to increase their 
adjusted gross income by close to 25 per 
cent, the table indicates that married 
persons with pre-Korean incomes rang- 
ing up to and slightly beyond $15,000 
would be better off than before the out- 
break of hostilities if their income in- 
creased at the average rate. Single tax- 
payers with pre-Korean incomes in 
excess of $10,000, on the other hand, 
would need higher than average in- 
creases in adjusted gross income to break 
even. In view of the fact, however, 
that the average rate of increase itself 
reflects increases in earnings of persons 
who were not at work before the out- 
break of hostilities, the main interest of 
the reader should focus on the extent to 
which taxpayers might be as well off as 
before Korea although their adjusted 
gross income increased by less than 25 
per cent. Since in 1948, the latest year 
for which preliminary figures are avail- 
able, nearly 90 per cent of all tax re- 
turns and almost two-thirds of adjusted 
gross income fell into income classes be- 
low $5,000, it may be concluded that a 
large number of taxpayers will succeed 
in equaling their pre-Korean real in- 
come during the current calendar year. 


IV. To What Extent Were Increases in 
Incomes Since Korea Absorbed (a) 
by Increases in Federal Taxes and 
(b) by Increases in Prices? 


The analysis of changes in real in- 
come after the federal individual in- 
come tax does not convey an accurate 
picture of the relative importance of in- 
creases in prices and in taxes taken sepa- 
rately. The importance of federal tax 
increases is understated and that of price 
increases overstated to the extent that 
increases in federal taxes assumed to be 











358 NATIONAL TAX JOURNAL 


shifted to consumers are reflected in the 
higher price level. Moreover, the in- 
dividual income tax is not the only tax 
which is assumed to reduce taxpayers’ 
incomes directly. An attempt is made 
in the following sections to estimate the 
impact of all federal taxes (except 
estate and gift taxes) and to segregate 
the tax impact from the net impact of 
price increases adjusted for increases in 
indirect federal taxes. Both the esti- 
mation of effective rates of all federal 
taxes and the adjustment of the increase 
in prices for federal indirect taxes de- 
pend on the assumptions made with re- 
spect to tax incidence and call for the 
knowledge of consumption patterns at 
various selected levels of income. 

The estimates made in this study are 
based on the 1948 Survey of Consumer 
Spending in Detroit, Michigan, con- 
ducted by the Bureau of Labor Statis- 
tics,* and on preliminary information 
compiled from individual income tax 
returns published by the Bureau of In- 
ternal Revenue.? The computations are 
illustrative and apply only to four-per- 
son families living in Detroit, Michigan. 
They are not of nationwide validity and 
cannot be generalized to include non- 
urban families. The last restriction is 
particularly important since all compu- 
tations are based on money income ex- 
clusive of income in kind which plays a 
major role in the income of farm 
families. 


8 United States Department of Labor, Bureau of 
Labor Statistics, ‘‘ Consumer Spending: Denver, 
Detroit, and Houston, 1948,” Monthly Labor Re- 
view, December, 1949, p. 629. 


9 United States Treasury Department, Bureau of 
Internal Revenue, Statistics of Income for 1948, 
Part 1, Preliminary Report, Washington D. C., 1951. 
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It is not the purpose of this study to 
contribute to the discussion of incidence 
theory. With minor exceptions, the 
shifting assumptions made are similar to 
the assumptions adopted as standard 
cases by Professor Musgrave in his re- 
cent study.’® Suffice it here to list the 
shifting assumptions made to enable the 
reader to appraise our conclusions in 
their proper perspective. 


Individual income taxes and employees’ 
contributions under the Federal Insurance 
Contributions Act were assumed to rest at 
the point of legal incidence. Employer 
contributions under the Federal Insurance 
Contributions Act, unemployment taxes, 
excise taxes, and customs duties were as- 
sumed to be shifted in full to consumers in 
direct proportion to the money expenditures 
for the taxed commodities and, to the ex- 
tent that they increase business costs, in 
proportion to total consumer expenditures. 

The impact of corporation taxes was 
treated differently in the two time periods 
considered. During the first half of the 
calendar year 1950, half of the corporation 
income tax was assumed shifted to the final 
consumer in proportion to expenditures for 
goods and services originating in the corpo- 
rate sector of the economy, the other half 
was assumed to be borne by stockholders in 
proportion to the amounts of dividends re- 
ceived at various levels of income. For the 
calendar year 1952, the corporation income 
tax and the excess profits tax at the rates 
enacted before the establishment of price 
ceilings (i.e., at the rates under the Excess 
Profits Tax Act of 1950) were assumed to 
be borne in equal parts by consumers and 
by dividend recipients, while the full im- 
pact of the rate increases imposed under the 
Revenue Act of 1951 was assumed to fall 
on dividend recipients alone. Computations 


10R, A. Musgrave ef al., op. cit. 
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based on the alternative assumption that no 
portion of the excess profits tax is shifted 
to consumers were carried out and revealed 
no significant change in the conclusions pre- 
sented below. Undistributed profits and the 
portion of corporation taxes assumed to be 
borne by stockholders were imputed in pro- 
portion to the amounts of dividends re- 
ceived. Results obtained from computa- 
tions based on the alternative assumption 
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first time undertaken here, it is neces- 
sary to eliminate from the increase in 
the consumer price index the portion 
attributable to increased taxes. This 
was done by the following method. It 
was assumed that total consumption ex- 
penditures, both in the pre-Korean 
period and as estimated for 1952, in- 
clude the aggregate amounts of federal 


TABLE 4 


ADJUSTMENT OF THE CONSUMER Price INDEX FoR THE EFFECT oF SHIFTED FEDERAL TAXES 














oom whe 


taxes (1-6) 


~I 


. Consumption expenditures ................. 
. Federal excises and customs duties ......... 
Employers’ contributions to social security .. 
. Shifted portion of corporation taxes ........ 
. Total federal taxes assumed shifted (2+3+4) 
. Consumption expenditures minus shifted federal 


ee | 


First Half Estimated Ratio of 1952 
of Calendar Calendar over First 
Year 1950 Year1952 Half of 1950 





Dollar amounts in billions 


. Consumption expenditures minus shifted federal 


taxes as a percentage of consumption expendi- 


tures (6+ 1) 


oo 


. Consumer Price Index (BLS) : 1935-1939 = 100 
. Consumer Price Index adjusted for tax effect (8x7 


cet $186.7 $210.8 
ean 78 9.4 
an ee 15 2.6 
weitae 6.2 * 11.6 
Tr 15.5 23.6 
vakads 171.2 187.2 
reer 91.7% 88.8% er 
Tree 168.8 191.4 113.4% 
1548 170.0 109.8% 





* At pre-Korean rates, disregarding the retroactive rate increases enacted in the Revenue Act 


of 1950. 


that the nonshifted portion of corporation 
taxes is partly absorbed by undistributed 
profits likewise did not affect the results of 
this study. Under this alternative assump- 
tion, only the portion of corporation taxes 
falling directly on dividend income was im- 
puted to stockholders, while both undis- 
tributed profits and the tax thereon were 
disregarded. 


These shifting assumptions imply that 
increases in employer contributions to so- 
cial security, increases in excises, and a 
portion of increases in corporation taxes 
contributed to increase the level of con- 
sumer prices from 1950 to 1952. To 
isolate the inflationary pressures net 
of the impact of higher taxes, for the 


indirect taxes.1' Consequently, total 
consumption expenditures minus shifted 
federal indirect taxes were assumed to 
represent the aggregate value of goods 
and services without federal indirect 
taxes, and the price index for both pe- 
riods was adjusted by applying the ratio 
of the value of consumption expendi- 
tures before and after federal indirect 
taxes. The adjustment is shown in 
Table 4. 

The adjustment would seem to indi- 
cate that about one-fourth of the price 


11]¢ might be argued that in the case of manu- 
facturers’ excise taxes the tax effect is increased as 
a result of established pricing practices and mark- 
ups. Only the net revenue collected was taken into 
account in the adjustments made in this study. 
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price increases. However, only the con- 
struction of separate price indexes for 
different family sizes and for different 
levels of income could eliminate the er. 
rors caused by the use of an average 
measure. 

The results of the application of the 
adjusted price deflator to 1952 incomes 
after all federal taxes are shown in 
Table 5 which lists the changes in in- 


increases registered since the outbreak 
of hostilities in Korea represent increases 
in federal taxes. If it is assumed that 
no portion of the corporation excess 
profits tax is shifted to consumers, only 
20 per cent, instead of 25 per cent, of 
the price increases would be attributable 
to increases in federal taxes. 


We now have a rough measure of the 


TABLE 5 
INCREASE OR DECREASE IN REAL INcomMe Arrer ALL FeperRAL TAXes (Except Estate anp Girt 
Taxes) For Various HyporHeticaL INCREASES IN ADJUSTED Gross 
INcoME Berore Tax Since Korea 
Four-Person Family Living in Detroit, Michigan 











Per Cent Change 
in Adjusted 
Gross Income 
Since Korea 


Selected Levels of Adjusted Gross Income Before Korea 





$1,000 $5,000 $8,000 $10,000 








Per Cent of Increase or Decrease (—) in Real Income After Tax Since Korea * + 


MO DRORME 2.0 6ck sss. — 13.8% — 13.1% — 154% — 18.3% - 19.5% 
5% increase .......... - 95 - 95 -116 -143 -154 
10% increase .......... - §2 - 58 -~ 74 -10.2 -112 
15% imcrease .......... - 10 - 21 - 33 - 63 - 69 
20% increase .......... 3.4 12 6 - 25 - 3.1 
25% increase .......... y ob 5.2 46 14 6 
30% increase .......... 12.1 88 89 5.4 43 
40% increase .......... 20.6 16.2 16.6 12.9 116 








* Adjusted gross income plus imputed profits of corporations, plus corporation taxes to the 
extent that they are assumed to be borne by dividend recipients, minus all federal taxes except 
estate and gift taxes. 

+ 1952 income after all federal taxes is divided by the ratio of the estimated 1952 average 
level of the BLS Consumer Price Index, adjusted for shifted federal taxes, to the first half of 1950 


level, adjusted for shifted federal taxes: ie = 1.098. 





comes after all federal taxes since Korea 
in constant first-half-of-1950 prices. 


impact of price increases since Korea, 
which is net of increases in indirect fed- 





eral taxes. The measure is computed on 
a nationwide average basis. To the ex- 
tent that the expenditure patterns of 
families of different size and with differ- 
ent incomes deviate from the set of 
weights represented by the Consumer 
Price Index, the application of this 
average measure to the income after fed- 
eral taxes of four-person families at var- 
ious selected levels of gross income may 
overstate or understate the effect of 


Inasmuch as taxpayers, on the average, 
are estimated to increase their adjusted 
gross income from the first half of 1950 
through calendar year 1952 by close to 
25 per cent, we find that four-person 
urban families whose adjusted gross in- 
come increased at the average rate are 
significantly better off than they were 
in early 1950, after the payment of all 
federal taxes and after adjusting for in- 
creases in the cost of living. Families 
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falling within income classes which rep- The findings of the above analysis 
resent the bulk of all taxpayers, ‘with show that a large portion of the in- 
increases in gross income of less than 20 creases in personal incomes stimulated 

r cent, are estimated to break even.” by the expansion of the economy since 

The table is based on sets of effective the outbreak of hostilities in Korea has 
rates of all federal taxes (with the ex- been absorbed in higher taxes and in 
ception of estate and gift taxes) for the higher prices. It is important to know 
first half of the calendar year 1950 and the extent to which either of these fac- 
for 1952 (Table 6). Estimates are pre- tors reduced the level of real income 


TABLE 6 


EstiMAtep Errective Rates or ALL FeperaL Taxes BeroreE KoreEA AND FOR 
CALENDAR YEAR 1952 * 7 


Four-Person Family Living in Detroit, Michigan 

















Corporation 
All Federal Individual Social Security Excise Taxes Income and 
Selected Taxes ¢ Income Tax Taxes andCustoms Excess Profits 
Levels of a ae a e Taxes 
Adjusted Calen- Calen- Calen- Calen- Calen- 


Gross Pre- _— dar Pre- _— dar Pre- _— dar Pre- dar Pre- dar 





Income Korean year Korean year Korean year Korean year Korean year 

rates 1952 rates 1952 rates 1952 rates 1952 rates 1952 

rates rates rates rates rates 

$ 1,000 11.7% 16.2% 25% 3.1% 42% 48% 5.0% 8.3% 
2,000 11.7 15.9 ce oe 2.5 3.1 42 48 5.0 8.0 
3,000 11.5 153 18% 24% 2.1 26 40 44 3.7 59 
4,000 14.1 19.1 5.0 6.7 18 25 3.7 41 3.6 58 
5,000 16.0 21.7 68 9.1 16 2.2 39 42 38 6.2 
6,000 16.9 23.3 8.0 10.7 14 2.0 3.3 3.7 42 6.9 
8,000 19.5 27.1 94 12.5 12 1.7 3.4 3.7 5.5 9.1 

10,000 21.5 29.6 10.4 13.7 1.0 15 3.7 


38 63 106 





*Taking into account the increased rates under the Revenue Act of 1951 and the Social 
Security Act Amendments of 1950. 

+ Effective rates of tax are computed on the basis of adjusted gross income plus imputed 
undistributed corporate profits and corporation taxes to the extent that they are assumed to be 
borne by dividend recipients. 

t Exclusive of estate and gift taxes. 

Nore: Detail will not necessarily add to totals because of rounding. 


sented for four-person families only after taxes. Table 7 expresses the con- 
since the statistical information available tribution of each of the three elements 
did not lend itself to the estimation of of change—income, prices, and taxes— 
the burden of specific excises for single to the over-all change in real income 
persons. after all federal taxes; this change is ex- 
12 The results obtained under the alternative as- pressed in terms of the levels “erearin 
sumptions discussed above likewise indicate that four- after federal taxes from which the de- 
person families would be better off than in early 1950 fense effort started. 
if their incomes increased at the average rate and As Table 7 indicates, reductions in 


also show that increases ranging from 15 to 20 per . 
ue 
cent mark the levels of equal real income after all real income after all federal taxes d 


federal taxes. to increases in the cost of living are sub- 
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stantial at all levels of and for all hypo- 
thetical increases in adjusted gross in- 
come. The relative burden of price in- 
creases compared to that of tax increases 
is heaviest on lowest incomes. Four- 
rson families with pre-Korean incomes 
of less than $3,000 find their real in- 
come reduced more heavily by price 
than by tax increases throughout the 
whole range of hypothetical increases in 
nominal incomes up to 40 per cent. At 
the $3,000 level, price increases weigh 
more heavily than increases in federal 
taxes for families whose nominal income 
increases up to almost 20 per cent; at 
the-$5,000 level, tax increases are more 
burdensome than price increases when 
nominal income increases 10 per cent or 
more; and at the levels of $8,000 and 
$10,000, the contribution made in taxes 
telegates price effects to the second place 
even if no increase in nominal incomes 
has occurred since Korea. 

The increase in the cost of living 
alone is seen to offset increases in gross 
income up to nearly 10 per cent at the 
lower end of the income scale and about 
7 per cent at the highest income levels 
covered in this study, the difference be- 
ing accounted for primarily by the 
larger amounts of imputed corporate in- 
come and taxes.*® 

The order of magnitude of the bur- 
dens added by the rise in the cost of liv- 
ing may be measured in terms of the in- 
creases in federal taxes since Korea. A 
four-person family earning the same in- 
come of $1,000 during the first half of 
1950 and during the calendar year 1952 
will find its real income 1.67 times as 


13The problem of the extent to which increases 
in income and in prices are interrelated—i.e., increases 
in income are caused or made possible by price in- 
(teases or price increases are made necessary by in- 
Sreases in factor income—lies beyond the scope of 
this study. 
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much reduced by higher prices than by 
higher taxes, or by $1.67 for each dollar 
of increase in federal taxes since Korea. 
At the $10,000 level, where the impact 
of taxes is heavier, the rise in the cost of 
living adds 80 cents to each dollar of 
additional taxes. 

The relative burden of the rise in the 
cost of living, as compared to that of tax 
increases, declines as families succeed in 
increasing their gross income. At the 
$3,000 level, for instance, the effect of 
price increases matches that of federal 
tax increases almost dollar for dollar for 
families whose gross income increases 20 
per cent, and it amounts to less than 
two-thirds of the added tax burden if 
gross income increases 40 per cent. Yet, 
even a family at the $10,000 level whose 
income increases 40 per cent to $14,000 
gives up 36 cents in higher prices for 
each additional dollar in taxes. 


V. Conclusions 


Subject to the qualifications noted in 
the preceding discussion, our analysis 
leads to the following tentative conclu- 
sions which are presented for four-per- 
son families living in Detroit, Michigan. 

1. Four-person families living in De- 
troit, Michigan whose adjusted gross in- 
come has increased at the average rate 
of 25 per cent since Korea are estimated 
to obtain increases in real income after 
all federal taxes ranging from .6 per 
cent at the $10,000 level to 7.7 per cent 
at the $1,000 level. 

2. The vast majority of families 
(with pre-Korean adjusted gross in- 
comes ranging up to $6,000) would be 
left with approximately the same real 
income after taxes in 1952 as before 
Korea if they obtained increases in ad- 
justed gross income of less than 20 but 
more than 15 per cent. 
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3. The findings under (1) and (2) 
are not changed (a) if, instead of the 
shifting assumptions made in this study, 
it is assumed that no portion of the ex- 
cess profits tax is shifted to consumers 
or (b) if undistributed corporate profits 
and corporation taxes thereon are not 
imputed to shareholders but are disre- 
garded. 

4. If it is assumed that a portion of 
the excess profits tax is shifted to con- 
sumers, the effect of increases in indirect 
taxes is estimated to account for 25 per 
cent of the increase in the cost of living 
since Korea (20 per cent, if the burden 
of the excess profits tax is assumed to be 
borne in full by dividend recipients). 
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§. Increases in the cost of living re. 
duce real income more than feder| 
taxes at the lowest levels of income and 
at middle income levels if moderate jp. 
creases in adjusted gross income are ob. 
tained. At the highest levels of incom 
the burden of tax increases outweighs 
that of price increases regardless of ip. 
creases in gross income. 

6. The reduction in real income dy 
to the rise in the cost of living amount 
to at least 36 cents for every dollar of 
federal tax increases, and it ranges a 
high as $2 for every dollar of additional 
tax according to the levels of and in. 
creases in adjusted gross income. 
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TAXES AND INDUSTRIAL LOCATION 


JOHN D. GARWOOD * 


Introduction 


URING the last two decades in the 

United States, the shibboleth of 
the acceptability of a tax program in 
many municipalities and states has been 
the incidence of such a program upon 
the area’s industrial development. Yet 
at the same time, the result of tax dif- 
ferentials and tax exemption upon loca- 
tion and relocation of industry is not at 
il certain. It is clear, however, that 
the practice of pointing tax and subsidy 
programs toward industrial develop- 
ment has been zymotic in effect. Com- 
petitive tax and subsidy programs were 
stimulated and reached their peak dur- 
ing the decade of the thirties when city 
and state governments sought solutions 
to their unemployment problems. To- 
day states and municipalities continue 
to stress tax differentials as incentives 
for location. 

There has been a rather widespread 
misconception that obtaining new in- 
dustry for a community means merely 
going out and persuading some industry 
that the area with which a development 
group is concerned is so desirable that 
the industry would have economic ad- 
vantages there which would more than 
offset the cost of moving. There is a 
great deal of evidence which would 
sem to indicate that this reason alone 


* The author is associate professor of economics at 
Fort Hays Kansas State College. 


would not suffice to move any industry 
which was not already dissatisfied with 
its present location. 


There are many factors which influ- 
ence industries in their location. These 
factors include the materials used in 
production, nearness to markets, avail- 
ability of labor and the quality of that 
labor, means of transportation, power 
and fuels, and availability of desirable 
sites. For most firms these factors 
dominate the location process. 


The desire of each industry-minded 
community to obtain new industrial 
operations often leads to keen competi- 
tion among the communities and states. 
Some areas endeavor to sell themselves 
largely on the basis of attractive living, 
scenery, recreation, and climate. In 
elaborate brochures development groups 
seek to show that their city, town, or 
area is the ideal location for almost any 
industry. 

The tax structure of any govern- 
mental unit represents a potential cost 
which any prospective entrepreneur 
must assume should he locate in the 
area. Some communities have at- 
tempted to create a favorable industrial 
environment through the medium of 
lower taxes for new industries. It is the 
contention of the writer that the tax 
structure of a community has but little 
to do with the orientation of industry 
to that community. 
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Industrial Location and the Tax 
Program 


If a firm could neglect all factors of 
location but that of taxation, the prob- 
lem would still be very complex. The 
48 states and thousands of municipal- 
ities differ in their methods and rates in 
the tax field. A firm would need to 
analyze carefully the nature of its as- 
sets, i.ec., whether they would require 
great amounts of land, machinery, 
stocks of goods, intangibles, etc. In 
some states certain properties are ex- 
empt from the property tax. Thus, the 
prospecting firm would be interested in 
states where exemptions of property 
from the property tax are sizable. In the 
past, for example, Alabama exempted 
mortgages, bank deposits, and certain 
raw materials. In addition, new fac- 
tories might be granted a ten-year 
property tax exemption. Louisiana in 
the past exempted cash and bank de- 
posits, legal reserves of domestic life in- 
surance companies, all cattle, ships, and 
certain manufacturing or commercial 
property on the navigation canal of 
New Orleans. The list of exempt prop- 
erty is different from state to state; 
thus, it might pay the organizers of a 
migrant firm to check the exemption 
list of the various states.’ 

In addition to exempt property 
which makes appraisal of a tax struc- 
ture more difficult, there is a great 
amount of discrepancy in assessments 
among the various states as well as 
among the counties of individual states. 
In a study made by the Detroit Bureau 
of Governmental Research in the mid- 
thirties, the ratio of assessed value to the 


1Tax Policy League, Tax Policy, Vol. IV (Oc- 
tober, 1937), pp. 17-22. 
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legal basis of assessment varied from 37 
per cent in the city of Chicago to 109 
per cent in Jersey City.” 

Besides the property tax, a firm 
would need to check business taxes such 
as the general franchise tax, state in. 
come tax, sales and license taxes, occu. 
pation taxes in some states, severance 
taxes, and in some states discriminatory 
taxes such as the chain store tax and 
the tobacco and margarine taxes. 

The executive of a firm may be able 
to obtain a picture of the present tax 
structure, but he has no assurance that 
the picture may not be altered consid- 
erably by future legislatures and by 
changing economic conditions. If the 
firm must invest large amounts of fixed 
capital and if the costs of moving and 
locating constitute heavy expenses, then 
any location or relocation because of a 
favorable tax structure must be an- 
alyzed carefully. The assessing pro- 
cedures might be drastically overhauled, 
new levies imposed, local government 
units abolished or consolidated with re- 
sulting changes in the fiscal picture. In 
1926 the federal government stepped 
into the inheritance and estate tax field 
and enacted legislation which was in- 
tended to equalize state inheritance 
taxes. Such a move is conceivable in 
the field of business taxes. 


Another factor is that of govern- 
mental service. Although a state’s tax 
structure may appear favorable from 
the point of view of taxes collected, it 
may very well be that essential govern- 
ment services-are so neglected that an 
establishment would face additional 
costs in providing these services for it- 
self. A firm can afford higher tax rates 


2 Ibid., pp. 22-23. 
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if services such as fire protection, public 
health and recreational facilities, and 
local transportation facilities are ade- 
quate. A taxpayer should be interested 
in getting the most for his tax dollar. 

During the decade of the thirties, 
separate studies were made in the states 
of Wisconsin, New York, and Pennsyl- 
yania as to the effect of state tax pro- 
grams on industrial development in 
these states. The study in Wisconsin 
did not give any indication as to 
whether taxes were important in indus- 
trial location. Although the special 
business taxes were heavier in Wisconsin 
than in the five other states which were 
utilized for a basis of comparison, they 
did not seem to influence industrial lo- 
cation or relocation of industry to a 
very great extent. 

In the New York study, executives 
éf 249 manufacturing establishments 
‘which left New York City between 
1931 and 1935 were questioned as to 
thei reasons for seeking other locations. 
One hundred and forty manufacturers 
stated that racketeering in business and 
labor was the chief cause, 37 stated that 
high rents caused the move, 35 noted 
that high taxes caused them to leave, 
while others mentioned high transporta- 
tion costs, overhead costs, high insur- 
ance rates, etc. C. E. Murphy, author 
of the study, commented that perhaps a 
prime cause of relocation was that of 
inducements offered from other com- 
munities. 


The Pennsylvania investigation 
pointed up the fact that industries with 
heavy investments were not so likely to 
be enticed by communities with lower 
tax rates. They came to the conclusion 


3 Ibid., pp. 4-16. 
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that cheaper and less unionized labor 
was more of a locational factor for 
firms leaving Pennsylvania than differ- 
entials in tax rates. 

Another study made in Wisconsin of 
income tax returns of Wisconsin metal 
manufacturing corporations showed that 
state and local taxes approximated about 
1.65 per cent of the total cost of manu- 
facture; the division being state taxes, 
.63 per cent, and local taxes, 1.02 per 
cent. Although Wisconsin was regarded 
as a ‘““ high tax state ” at the time of the 
study, it seems likely that a small alter- 
ation in wage costs or costs of material 
would be of much more importance for 
location than would a change of loca- 
tion to escape taxation.* 

During the decade of the thirties 
when states competed vigorously for in- 
dustries, a threat of relocation was held 
over the heads of state legislatures and 
the governing bodies of municipalities. 
It appears that in a number of cases the 
laws were adjusted accordingly. Tax 
concessions were used frequently among 
city governments and even among the 
states. Cash bonuses, loans, donations 
of site and buildings, guarantees of 
favorable labor conditions, etc. were 
commonly utilized in the scramble for 
mobile industries. Some states per- 
mitted municipalities to exempt new 
industries from property taxation for 
periods of from five to fifteen years. 

The state of Mississippi under a 
“Balance Agriculture with Industry ” 
law permits public borrowing to buy 
or build plants to lease to private in- 
dustries. Thus: 


4H. M. Groves, “ Effects of Tax Exemptions and 
Tax Differentials on the Location of Business,” Na- 
tional Tax Association Procerdings, 1938, pp. 538- 
$39. 
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. . . When and after a municipality shall 
have obtained therefore a certificate of pub- 
lic convenience and necessity . . . then it 
may acquire land by purchase, gift, eminent 
domain or otherwise for any such enterprise 
so thus approved and may directly or by 
contract obtain for such enterprise the 
requisite appliances and equipment, and 
may operate such enterprise .... The said 
municipality having been authorized by the 
‘board . . . may expend for acquiring and 
operating such municipal enterprise, under 
rules and regulations adopted by the com- 
mission. Said municipality is hereby au- 
thorized from and after the effective date 
of this act, to issue bonds of such munici- 
pality for the purpose of effectuating the 
provisions of this act and promoting 
thereby the public welfare of this state in 
bringing about the general welfare of its 


people.° 


In a study made by W. F. Eiteman 
of corporation franchise taxes and loca- 
tion, it was concluded that high fran- 
chise taxes do not “ordinarily place a 
burden on domestic corporations that 
do business outside the state or give 
foreign corporations an advantage over 
domestic corporations in doing business 
within the state.” ° 

The writer recently completed a 
study of the location processes of 116 
firms which initiated manufacturing 
operations in Colorado and Utah from 
January, 1946, through April, 1951. 
The major part of the data concerning 
location policies as evidenced by new 
industrial operations in these two states 
was gathered by personal interviews 
with officials and owners of the firms. 


5“ Balance Agriculture with Industry,” House Bill 
176, State of Mississippi, 1944, pp. 6-10. 


6 W. F. Eiteman, “ Effect of Franchise Taxes upon 
Corporate Location,” Southern Economic Journal, 
Vol. 9 (January, 1943), p. 240. 
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It is the opinion of the writer that fully 
90 per cent of all new manufacturing 
firms in Colorado and Utah employing 
ten or more workers were included in 
the study. These new firms produce 
steel and steel products, refined copper, 
processed uranium, gypsum building 
materials, creosoted wood, petroleum 
products, salt, clothing, food and kin. 
dred products, machinery, glass bottles, 
furniture, magazines, chemical prod- 
ucts, aluminum pistons, batteries, and 
many other products of a miscellaneous 
nature." 

Five major economic forces were re- 
sponsible for attracting these firms to 
Colorado and Utah. In order of im- 
portance, these forces were markets 
materials, labor, available sites and 
plant facilities, and climate. Certain 
other influences of a more secondary 
nature were also noted by representa- 
tives of the new firms. A few plants 
were established in these two mountain 
states for purposes of “ decentraliza- 
tion.” The attractiveness of the cities 
on the eastern slope of the Colorado 
Rockies was a factor of some import 
for several of the owner-operated firms, 

In no instance was the tax structure 
of either state deemed a factor of any 
consequence as far as location policy 
was concerned. Thus, other cost 
factors completely dominated the loca- 
tion analysis. Many company officials 
and company owners had only a vague 
idea of the tax structure in these two 
states. 

It appears likely that the postwar in- 
dustrial migration to Colorado and 
Utah was neither hampered nor helped 


’ 


7 This study was submitted in the form of a doc- 
toral dissertation to the economics department of the 
University of Colorado in July, 1951. 








No 


by 
In 
Ut: 
per 


stat 
4l/, 
div 


the 
tha 


ow! 


ven 
pro 
Wa 


adv 
Cor 


sen 
loc: 
the 


low 


ama 
tain 


alth 
thor 


merc 





ully 
ring 
ying 
d in 
duce 


per, 
ding 
eum 
kin- 
tles, 
rod- 

and 
eous 


- Fe- 
S$ to 


kets, 
and 


dary 
nta- 
ants 
tain 
liza- 
‘ities 
rado 
port 
rms, 
ture 
any 
dlicy 
cost 
oca- 
cials 


ague 


+ in- 
and 


1 doc- 
of the 





No. 4] INDUSTRIAL LOCATION 369 


by the tax structure in these two states. 
In 1949 state taxes in Colorado and 
Utah were equal to approximately 51 
per cent of the income payments to in- 
dividuals in these two states. Total 
state taxes in the same year were about 
444 per cent of income payments to in- 
dividuals in all states.® 

A few company officials noted that 
the Colorado property tax was heavier 
than that paid in’ other states. The 
owner of a firm recently moved to 
Colorado from Missouri commented that 
his company, which carried a large in- 
yentory, was penalized by the Colorado 
property tax. The tax, however, in no 
way dissuaded the company as to the 
advantages of the western location. 


Conclusion 


Taxation differentials do not repre- 
sent much of a “pull” in industrial 
location. The State Planning Board of 
the state of Indiana cominented as fol- 
lows: 


The State Planning Board of Indiana has 
amassed a great deal of information per- 
taining to industry and employment, and 
although these data have not _ been 
thoroughly analyzed, it is our opinion that 


8Tax Systems, 12th Edition (New York: Com- 
merce Clearing House, 1950), p. 301. 


taxation has had but little to do with the 
localization or shift of industry into or out 
of the State as compared to other factors as 
labor, nearness to markets, nearness to raw 
materials, transportation facilities, and in- 
ducements held out by various local 
Chambers of Commerce. There has been 
but little movement of industry either into 
or out of the State and of these none has 
been due to taxation that we know of.® 


It is high time that the relationship 
of the tax structure to industrial loca- 
tion and relocation be reassessed in its 
true light. Too many governmental 
units have given taxes a disproportion- 
ately important place in industrial cost 
analysis. The policy of maintaining 
lower taxes to attract new industries 
may result not only in the lowering of 
state revenues, but the new industries 
themselves are likely to require addi- 
tional public expenditures for-increased 
public services. Governmental repre- 
sentatives should acquaint themselves 
with something which business has 
known for a long time, i.e., state and 
local tax structures are of relatively 
small importance in orienting or deter- 
ring industrial location. 

9 George A. Steiner, “The Tax System and In- 


dustrial Development,” Bulletin of the National 
Tax Association, Vol. 23 (January, 1938), p. 98. 








CLINICS, BENCH MARKS, AND IMPROVED 
ASSESSMENTS * 


WILLIAM G. MURRAY AND GORDON E. BIVENS + 


N EXPERIMENT in improving as- 
sessments through clinics at which 
bench mark properties are assessed was 
started in Iowa in 1951. The first 
clinic, a state assessor school, was held 
at Iowa State College in September, 
1951. Three farm tracts, a set of farm 
buildings, four residences, and two com- 
mercial properties were set up as bench 
marks and assessed by the 142 assessors 
in attendance at the clinic. Several dis- 
trict clinics were held in 1952 in prepa- 
ration for the state quadrennial real 
property assessment in 1953. 

Clinics or assessment comparisons of 
key properties are carried on in con- 
junction with a continuing study of as- 
sessment-sale ratios." The two pro- 
grams constitute a basic approach to the 
attainment of equalization between 
properties within a taxing district (in- 
ternal equalization) and between taxing 
districts (external equalization). 


* Journal Paper No. J-2175 of the Iowa Agricul- 
tural Experiment Station, Ames, Iowa. Project No. 
1069. 


t The authors are members of the department of 
economics and sociology at Iowa State College. Mr. 
Murray is head of the department and Mr. Bivens is 
extension associate. 


1“ Improvement in Real Estate Taxation Through 
Assessment-Sales Studies,” by William G. Murray, 
National Tax Journal, V (March, 1952), p. 86. 


A favorable environment in Iowa for 
the clinics was provided by the interest 
among assessors in improving  assess- 
ments. This interest can be traced to 
the 1947 law, amended in 1949, which 
abolished the elected township assessor 
and in his place created the county and 
city assessor appointed by a conference 
board made up of county, city, and 
school representatives. Activity among 
the assessors since 1947 has shown itself 
in a revitalized state association of asses- 
sors, a monthly bulletin made up largely 
of contributions from individual asses- 
sors, regional meetings usually on a 
monthly basis, and sponsorship and as- 
sistance in the state and district clinics. 


State Clinic 


The plan of the state school was a 
talk on theory or a discussion followed 
by a field assessment which, in turn, was 
followed by a discussion of the assess- 
ment reports. For example, a morning 
session in charge of agronomists was 
given over to soils talks and practice in 
identification of different kinds of soils. 
This was followed by the field assess- 
ment of the farm tracts after lunch. 
Late in the afternoon the whole group 
reassembled to discuss the assessments 
turned in by the assessors. 
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The attendance of 142 was divided 
into eleven groups to increase the effec- 
tiveness of the field work. Each of the 
groups had as a leader an assessor recom- 
mended for the position by the assessors 
at their district meetings. Each partici- 
pant was given a card on which he was 
required to report his assessment to his 
group leader. Each card bore a number 
keyed to the assessor's name when he 
registered. In this way the assessor did 


that would serve as bench marks for all 
assessors. On the farm selected, com- 
prising 240 acres, three 40-acre tracts 
were picked out to serve with the set 
of farm buildings as a bench mark or 
key assessment. Each of the 40-acre 
units represented a different type and 
value of farm land. Similarly, four 
residential and two commercial prop- 
erties in the city of Ames were picked 
to represent their respective classes. 
































TABLE 1 
40-Acre Tracts 
Group Number _ B te Total 
No.1 No.2 No.3 — 
1 $4,759 $3,806 $2,814 $ 9,386 $20,765 
2 4,325 3,719 2,332 9,906 20,282 
3 4481 3,748 2,783 10,937 21,949 
4 4,304 3,332 2,481 9,985 20,102 
5 4,121 3,242 2,313 10,032 19,708 
6 4,587 3,159 2,576 11,481 21,803 
7 4,747 3,749 2,771 10,548 21,815 
8 4,069 3,358 2,403 10,032 19,862 
9 3,970 3,420 2,560 10,260 20,210 
10 4,554 3,554 2,845 10,472 21,425 
11 4,487 3,266 2,725 9,833 20,311 
A. Average of Groups .. $4,400 $3,487 $2,603 $10,261 $20,751 
B. Average of Individuals $4,249 $3,465 $2,578 $10,141 $20,572 
C. Standard Deviation of 
Individuals .......... $ 575 $ 604 $ 581 $ 1,899 $ 2,600 
D. Coefficient of Variation 
of Individuals ....... 14% 17% 23% 19% 13% 
E. Present Assessment .... $4,278 $3,611 $2,949 $10,604 $21,442 





not need to sign his assessment report, 
and yet his report could be identified 
for statistical purposes. The number 
served also to establish eligibility for 
certificates. Only those assessors who 
turned in assessments for at least two 
out of the three classes of property were 
considered eligible for the certificates 
awarded at the end of the school. 

Three classes of property—farm, resi- 
dential, and commercial—were selected 
for intensive study at the state school. 
Individual properties for use in the 
clinic were chosen in advance of the 
school by a committee of assessors. The 
objective was to select typical properties 


Information on the clinic properties 
was obtained in advance of the school 
to save the assessor’s time. This infor- 
mation included that which the assessor 
would normally gather such as measure- 
ments, soil data, sales figures, photo- 
graphs, and the like. Each assessor was 
given this information so that the rou- 
tine activity in assessment was reduced 
to a minimum, leaving a maximum of 
time for figuring and arriving at the 
final assessment for the property. 
Farm Properties 


Results of the farm assessment as 
they were reported by the eleven group 
chairmen are shown in Table 1. 
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Most of the assessors and the school 
staff as well were surprised at the uni- 
formity among the groups. The results 
gave the assessors a feeling of confidence 
generated by the fact that every one of 
the groups had come close to the general 
average. Of course, the use of groups 
obscured the individual variations 
which were brought out later in a chart 
showing the distribution of the individ- 
ual assessments. 

A special advantage of the group re- 
port is the emphasis it gives to the cen- 
tral tendency which is generally the 
bench mark value on which all assessors 
should be agreed. If there is wide fluc- 
tuation among the groups, the assess- 
ment administration has tangible evi- 
dence that there is little uniformity 
among the assessors. Either the asses- 
sors are assessing on different levels or 
are unable to appraise property with 
reasonable accuracy. To meet such a 
situation, the administration has a task 
in establishing a value level and train- 
ing the assessors to appraise and to assess 
on the established level. 

A striking contrast between the clinic 
reports and the present assessment was 
revealed in the reports on farm tract 
No. 3. The highest group average on 
this tract was $2,845, while the actual 
assessment was $2,949. And the aver- 
age for all assessors reporting was only 
$2,578. What made this situation note- 
worthy was the fact that this tract is 
made up of low grade land which is 
difficult to appraise accurately and is a 
type frequently overassessed. It was 
generally agreed that the present assess- 
ment on tract No. 3 was about $400 too 
high. 

Evidence that the assessors had 
trouble with tract No. 3 was supplied 
by the coefficient of variation which 
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measures the spread around the average, 
There was more variation on tract No, 
3 than on any other farm tract or on 
the set of farm buildings. The total as. 
sessed value, it should be noted, had the 
least variation, an indication that some 
of the assessors made compensating er- 
rors. Or to put it another way, the as- 
sessors Were more accurate in judging 
the value of the property as a whole 
than: in valuing the individual parts. 
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INDIVIDUAL FARM PROPERTY ASSESSMENTS 
Values in Thousands of Dollars (Land & Buildings) 
Fig. 1 


The second lesson for the assessors 
was the distribution of the individual 
assessments as shown in Figure 1. The 
large number of assessors who turned in 
total values between $18,000 and $22,- 
000 explains the closeness of the group 
averages. But the existence of fifteen 
reports below $18,000 and of fifteen re- 
ports of $23,000 or more indicates a 
sizable minority who need more train- 
ing in valuation or in recognition of the 
current value level being used in assess- 
ment. 


Residential and Commercial Properties 


Results of the assessment of the four 
houses and two commercial properties 
were comparable to those on the farm 
but with less concentration around the 
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average. Since the groups came out 
similar to the farm example, only the 
summary figures are presented in Table 


Among the houses there were two in- 
teresting results: the wide variation on 
No. 2 and the large spread between the 
average and the actual assessment on 
No. 3. House No. 2 is an apartment- 
type rooming house made over from a 
former one-family residence. The as- 
sessors had difficulty on this unit be- 
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familiar. ‘“B” is an old, remodeled 
building, the income of which was diffi- 
cult to estimate. The wide variations of 
assessments on both of these properties 
are indicated by the coefficients of vari- 
ations of 30 and 28 per cent. The wide 
range of individual reports is shown in 
Figure 3. The coefficients of variation 
for commercial properties, when com- 
pared with those on the other clinic 
properties, are sufficiently high to war- 
rant special attention. 





























TABLE 2 
e Houses Commercial Units 
No.1 No.2 No.3 No.4 A B 

A. Average of Groups ..... $4311 $7,259 $11,453 $12,136 ...... sees. 
B. Average of Individuals $4,191 $7,325 $11,458 $12,254 $42,542 $46,482 
C. Standard Deviation of 

Individuals .......... $ 643 $1,808 $ 1,847 $ 2,167 $12,792 $13,144 
D. Coefficient of Variation 

of Individuals ....... 15% 25% 16% 18% 30% 28% 
E. Present Assessment .... $4,570 $6,435 $12,640 $11,815 $46,105 $45,740 
cause it was relatively old, and they cor 
found it hard to estimate gross and net - 
income of the property as a rooming a 
house. The coefficient of variation of & 
25 per cent on this property presents a & 
marked contrast with the coefficient of = gol. ul 
16 per cent on residence No. 3. (See & 
Figure 2.) In the case of No. 3, all 2 
group averages were below the present 3 30; 
assessment. Residence No. 3 was built 2% 
in 1937, while No. 4, a modern ranch o 
type, was built in 1950. All of the ne ¥ 
groups assessed No. 4 higher than No. ° 

. ‘ x 
3. An excellent job was turned in by ¥& \oL : 
the assessors on No. 1, a relatively 5 
simple, inexpensive frame-type house. at 
Sees. ee | | eS. eS 4.6 5S 
iS 20 


Both of the commercial properties 
gave the assessors trouble. “A” is a 
new super-market structure with which 
many of the county assessors were not 
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INDIVIDUAL ASSESSMENTS, HOUSE NO. 3, TABLE 2 
Values in Thousands of Dollars 
Fig. 2 


erections 











374 NATIONAL TAX JOURNAL 


a 
°o 


[ 


MIDDLE VALUE 45,500 | 
(ME DIAN) 








| AMES ASSESSMENT 45,740 
ARITHMETIC AVG. 46,835 


nn 
a 








°o 
T 


° 
T 


NUMBER OF APPRAISALS IN EACH INTERVAL 
e o 
T 




















LTH 


4. 
° 10 20 30 40 so 60 70 80 90 





o 





COMMERCIAL PROPERTY B 
Values in Thousand Dollars 
Fig. 3 


District Clinics 


Three houses, a set of farm buildings, 
and two farm tracts were valued in 
April, 1952, by eleven assessors repre- 
senting eight counties and three cities in 
central Iowa. The results (see Table 3), 
as in the state clinic, showed close agree- 
ment for the most part between the 
clinic averages and present assessment. 
The one important exception was farm 
values. According to the clinic, the 
present assessment on the buildings was 
around 14 per cent too low and the 
land about 20 per cent too high. An 
explanation for the land differential is 
based on a state equalization ruling in 
1949 which raised all farm land and 
building valuations by 15 per cent. 
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But, of course, this same equalization 
made the building disparity less than jt 
would have been without the county- 
wide equalization. 

House No. 1, an old structure, pre- 
sented several appraisal problems. Its 
age was difficult to estimate; it had been 
remodeled recently, including the ad- 
dition of new wood siding. Both house 
No. 2, built in 1947, and house No. 3, 
built in 1952, presented fewer problems 
and allowed the assessors to apply their 
current building cost data with rela- 
tively small depreciation estimates. The 
small variation among the assessors on 
these newer properties, as indicated by 
the coefficients, points up the relative 
ease with which assessors are able to 
handle these properties. This difficulty 
of assessing old houses was brought out 
in an assessment-sale study for 1951 in 
which the 31 sales of new houses had a 
ratio range of 19 to 26 per cent, while 
the 25 sales of houses built before 1915 
ranged from 8 to 57 per cent. 

One of the noteworthy features of 
the district clinic was the active discus- 
sion which took place among the asses- 
sors after the results were obtained. 
Two of the assessors who were low on 
houses No. 2 and No. 3 came from 
counties with no large towns. They 
contended that building costs in their 


TABLE 3 








Coefficient of Variation 





Property Range of Values Average Value Ricken ml ee cove 
the average) 
ee $1,700-$4,575 $2,585 $3,000 29% 
OS re 2,900— 5,000 4,406 4,200 16 
Bouts No. S .......s'0- 2,500— 5,200 4,248 4,250 19 
Farm Buildings ........ 4,300— 6,590 4,912 4,244 15 
First 40-Acre Tract ..... 85—- 145 106 132 18 
Second 40-Acre Tract ... 100- 125 113 132 9 
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towns were much lower than in the 
larger town in which these key prop- 
erties were located. Although general 
agreement was not reached, the assessors 
were able, in this instance, to bring 
their differences out into the open in a 
clear-cut manner. Whether the differ- 
ences are a reflection of building costs 
or a lack of uniformity can be deter- 
mined in part by a study of assessment- 
sale ratios. 


Future of Bench Mark Clinics 


Property assessment can be improved 
through the use of bench mark clinics. 
There is nothing new, it is true, in the 
idea of bench mark or key properties. 
Appraisal firms doing mass assessment 
contracts have long had standard or key 
properties. In urban areas the use of 
the A, BBB, BB, B bench mark system, 
or variations of it, for residential and 
commercial properties is common. In 
farm appraisal the use of key properties 
ond classification systems is growing. 
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In Germany, as early as 1926, a tax as- 
sessment system for farm lands was es- 
tablished which provided for an elabo- 
rate key farm system so that each 
individual farm or tract could be com- 
pared with local key properties, which 
in turn were compared with district, 
and they in turn with one nationally 
known farm in Saxony which was rated 
as 100. But with all this emphasis on 
key properties, little has been done in 
bringing assessors together to assess these 
bench mark or key properties and to 
discuss their differences. The reason, in 
part, undoubtedly has been the lack of 
interest on the part of the assessor. 
And this lack of interest is understand- 
able for those cases where the assessors 
are elected and do not stress professional 
skill and success in assessment. As more 
states shift to appointed assessors, the 
opportunity will increase to improve 
assessments through the two-point pro- 
gram of assessment-sale studies and 
bench mark clinics. 





The General Manufacturers Sales Tax in 
Canada. By JoHN F. Due. (No. 3 in 
series of Canadian Tax Papers.) Toronto: 
Canadian Tax Foundation (4 Carlton 
Street), 1951. Pp. 202. $2.00. 


Business groups in the United States 
periodically urge Congress to adopt a fed- 
eral sales tax, preferably a manufacturers 
sales tax. We are reminded that Canada has 
had 30 years of experience with such taxa- 
tion, and that it survives changes in admin- 
istration there. Indeed, in 1951 the rate 
was increased from 8 to 10 per cent on tax- 
able items. This year the tax will yield 
about $600 million, or 16.1 per cent of total 
federal revenues in Canada. 


We are indebted to Dr. John Due for an 
excellent examination of the Canadian tax. 
Due has given us an historical perspective of 
the development of the manufacturers tax 
out of a four-year experiment with a modi- 
fied turnover tax during 1920-1923. De- 
bates in the Parliament are summarized to 
contrast the positions of the opposition and 
of the government. Depression and war- 
time experience, as well as current anti-in- 
flationary use of the tax, are all accorded 
sympathetic treatment. 

It is a bit unusual to read any treatise on 
a particular tax which is written with a 
high level of competence from so many 
points of view. In addition to a scholarly 
treatment of the history, Due demonstrates 
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complete competence in the field of tax ad- 
ministration and tax law. More than that, 
his well-known ability in economic theory 
generally, as well as in the special field of 
price theory, all shine through this text. 

Teachers, administrators, and taxpayers 
alike will appreciate his careful dissection of 
the body of the tax as, for instance, he ex- 
amines the provisions to avoid multiple ap- 
plication of the tax and the provisions for 
exemption, whether for reasons of equity, 
constitutional limits, administrative con- 
venience, or other reasons. Judicious treat- 
ment is given each one. 

Yet the work never bogs down in detail. 
Both supporters and critics of sales taxes, 
and particularly of the manufacturers sales 
tax, will appreciate the dispassionate care 
with which Due discusses problems of ad- 
ministration, compliance, and information 
to taxpayers. Notwithstanding the detail 
necessary for this purpose, the main and 
fundamental issues are repeatedly brought 
clearly into view. 

Due’s findings with respect to shifting, 
pyramiding, and incidence will appear fa- 
miliar to most readers of this Journal. 
With the others who have written here in 
recent years, he finds that the tax, because 
of the exemption of many food items, tends 
to be slightly progressive at the very low- 
income end, roughly proportional over the 
middle-income range, and regressive in the 
upper-income brackets (actually, after 
$3,550). 

As a competent price theorist, he avoids 
the easy generalizations to which most pro- 
tagonists in this field are prone and does a 
carefully reasoned job on examining shifting 
and incidence under a number of different 
conditions. The conditions under which 
pyramiding may take place, as well as the 
limits, are cautiously set forth. 

The closing chapters of the work contain 
a balanced treatment of the role of the tax 
in the tax structure, both as a permanent 
element and as an anti-inflationary measure. 
The case for a federal manufacturers tax as 
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against a provincial retail tax or some com- 
bination of federal-provincial sales tax is re. 
viewed, and it will be of interest to students 
of federal-state relations in the United 
States as well. The equity, administrative, 
and incentive considerations are all called 
into view. 

In comparing the sales to the income tax 
in his summary, Due has contributed a use. 
ful tool, the reviewer believes, in his insist. 
ence that— 


To a large extent the claimed superiority 
of the sales tax, on the basis of incentive ef- 
fects, rests upon the less progressive distri- 
bution of the burden with such a tax com- 
pared to that with an income tax, rather 
than to inherent differences between the two 
types of tax. The correct comparison, for 
purposes of incentive considerations, is be- 
tween a sales tax and an income tax which 
would be distributed in the same manner as 
the sales tax over various income groups. 


(p. 152) 


Although Professor Due personally prefers 
the provincial retail sales tax to the domin- 
ion manufacturers sales tax, and has given 
ample reason for the preference, he does not 
let his own preferences prevent him from 
offering a wide variety of suggestions de- 
signed to make the dominion tax more 
nearly desirable from all points of view. 

The Canadian Tax Foundation is to be 
commended for securing the services of s0 
competent a worker to do this report and 
for publishing its findings so that the United 
States can vicariously learn from Canadian 
experience. 


(The Canadian Tax Foundation is a non- 
profit organization established by the joint 
action of the Canadian Bar Association and 
the Canadian Institute of Chartered Ac- 
countants to encourage and undertake study 
in the field of taxation in Canada. Its work 
is directed towards the improvement and 
wider public understanding of the Canadian 
tax system.) 

Byron L. JOHNSON 
Denver 
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Neuordnung der Oeffentlichen Haushalte by 
Dr. HERBERT WEICHMANN and Dr. 
Curt Wawrczeck. Publications of the 
Hamburgische Welt-Wirtschaftsarchiv 
No. 3, Verlag Weltarchiv GMBH., Ham- 
burg, Germany, n. d. Pp. 99 and at- 
tached forms. 


This book was prepared on request of the 
Senate of the Free and Hanse City of Ham- 
burg as a contribution to the current dis- 
cussion of budget reform in the Federal Re- 
public of Germany. One of the authors is 
president of the General Accounting Office 
of Hamburg, and the other is one of his 
aides. Their experience has been with the 
finances of Hamburg, a public body which 
combines features of a state (Land) with 
those of local government. The proposal is 
meant to apply to the central government 
and to be used as a unified approach to 
budgeting by all levels of government, fed- 
eral, state (Land), and local. 

The subtitle of the book, in literal trans- 
lation, is: “‘ A Contribution to the Eco- 
nomic, Public Finance, and Management 
Planning of the Public Administrative and 
Financial Economy.” ‘The authors’ budget 
philosophy reflects their government philos- 
ophy. They recognize that government to- 
day has become an important factor in the 
process of production and distribution as 
well as in the formation and utilization of 
national wealth. The planning of govern- 
ment functions must be closely related to 
an appraisal of the functions performed by 
the private economy. And the management 
of public functions must be scrutinized as 
closely as the management of a private con- 
cern by their board of directors. The tra- 
ditional classification of budgets which re- 
flects mainly the institutional structure of 
government gives neither the government 
planner and manager nor the citizen the in- 
formation that is needed under present-day 
circumstances. 

The authors have studied the budget re- 
form movements in other countries, par- 
ticularly in the German Democratic Repub- 
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lic (Eastern Germany), Switzerland, and 
the United States. They recognize that 
each of these reforms has desirable aspects 
but that none satisfies fully the need for a 
complete reorientation of the budget in ac- 
cord with government functions in the pres- 
ent economy. The authors praise, for in- 
stance, the intentions of the “ performance 
budget ” proposed by the Hoover Commis- 
sion. They criticize the proposal, however, 
because it uses program budgeting only as a 
secondary principle subordinated to the con- 
ventional institutional classification by 
major government organizations. 

The authors reverse that emphasis and 
propose to subordinate the classification by 
agencies to the classification by major gov- 
ernment tasks. They believe that only 
thereby it becomes possible to relate govern- 
ment programs to functions performed by 
private business and to afford an over-all ap- 
praisal of the use of national resources. 

For each of the programs they propose a 
classification according to overhead admin- 
istration, program execution, investments of 
various character, and grants to other units 
of government. The program budget is 
supplemented by a finance budget. The 
question as to who benefits from the pro- 
gram should, according to the authors, be 
closely related to the question of who pays 
for them. Consequently, they emphasize 
fees and specific contributions where they 
are compatible with the purposes of the pro- 
gram. 

The budgets distinguish between state- 
ments of current expenses and statements 
concerning transactions in real and financial 
property, in this respect further improving 
the practice of a capital budget adopted, for 
instance, in Switzerland. 

The book ranges from a statement of 
philosophy (also emphasized in a preface by 
Kurt Heinig, the foremost authority on his- 
tory and practices of budgeting in various 
countries) to the presentation of an elabo- 
rate and complex schematic system of classi- 
fications, and, finally, to an_ illustrative 
breakdown of the budget figures of the City 
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of Hamburg in accordance with the pro- 
posed new classification. These illustrations 
clarify the authors’ intentions but also indi- 
cate the practical difficulties of converting 
the traditional classification into the new 
one. 

The authors combine broad vision with 
technical competence. The proposals are so 
far-reaching, however, that I think the book 
will prove more useful in stimulating dis- 
cussion than in presenting a plan that could 
readily be adopted. I wish the authors’ ideas 
could also be read in this country where the 
discussion of budget classification has been 
largely limited to a small group of techni- 
cians. To make this book useful outside 
Germany, however, more than a translation 
would be needed. For one thing, the au- 
thors use a technical jargon largely grown 
out of German local budget practices which 
makes the book hard reading even for those 
who are familiar with the German language. 
Furthermore, the authors seek to make bud- 
geting a better instrument of program 
planning and program appraisal. But they 
fail to relate the aspect to the specific proc- 
ess of legislative appropriation. If I under- 
stand the proposal correctly, this reform of 
the budget, if adopted in this country, 
would require a drastic change in the whole 
philosophy and technique of budget deter- 
mination by Congress. This is not neces- 
sarily a criticism of the proposal. But the 
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book does not discuss the consequences the 
proposal would have with respect to budget 
legislation, either in Germany or anywhere 
else. 
GERHARD CoLm 
Washington, D. C. 


Federal Taxes. Edited by Curron H, 
Kreps, Jk. New York: The H. W. Wil. 
son Co., 1952. The Reference Shelf, Vol, 
24, No. 2. Pp. 183. 

This book is a collection of recent articles 
and extracts dealing with tax problems of 
general interest. The four major topic 
headings are: Magnitude, purposes, and ef- 
fects of federal taxation; Equity in taxation 
—distribution of the burden; Taxation, de- 
fense, and inflation; Should federal tax 
powers be limited? 


A leaflet listing Census Bureau Publica- 
tions on Governments has been issued by 
the Bureau of the Census and is available 
from that agency upon request. This bul- 
letin describes briefly each of the 16 reports 
on governmental finances and employment 
which the Census Bureau expects to issue in 
the fiscal year beginning July 1, 1952, and 
lists other recent publications of the Bureau 
regarding state and local governments. 





1954 CONFERENCE SITE AND DATES 
SELECTED 


In the September issue we announced the 
holding of the 1953 National Tax Con- 
ference in Louisville, Kentucky on Septem- 
ber 28 to October 1. Since that announce- 
ment was written, the Executive Commit- 
tee has decided upon the time and place of 
the 1954 Conference. It is to be held in 
Bretton Woods, New Hampshire on Septem- 


ber 27 through October 1. Headquarters 
are to be at the Mount Washington Hotel. 
The 1954 conference will be the first one 
held at a resort hotel since we met in Miami 
Beach in 1947 and the first in a rural setting 
since the 1929 conference at Upper Saranac, 
New York. It will be the second meeting 
at Bretton Woods, the first one having been 
held there in 1921. 
RONALD B. WELCH 
Secretary 
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NEW MEMBERS 


CALIFORNIA 


Mr. JOHN R. ANDERSON, Secy-Treas. 
Basalt Rock Company, Inc. 
8th and Rivers Streets, Napa 


DISTRICT OF COLUMBIA 


Mr. EUGENE F. BoGANn, Atty. 
Sharp & Bogan 
1010 Vermont Avenue, N. W., Washington 5 
Mr. B. NELSON DERANIAN, Lawyer 
1100 Bowen Building, Washington 5 


GEORGIA 


Mr. Witt1aM D. McLEAN, Tax Comr. 
Southern Railway System 
99 Spring Street, S. W., Atlanta 


KENTUCKY 


Mr. JAMEs C. Boyp, President 
J. C. Boyd Consultants, Inc. 
148 North Upper Street, Lexington 
Mr. HERMAN G. HANDMAKER, Atty. 
713 Marion E. Taylor Bldg., Louisville 
Mr. J. E. MUELLER, Vice Pres.—Treas. 
Peaslee-Gaulbert Corporation 
226 North 15th Street, Louisville 
Mr. Vircit N. REILING 
Liberty National Bank & Trust Co. 
Louisville 


MASSACHUSETTS 


Mr. §. Guy CHeves, Tax Manager 
Stanley Home Products, Inc. 
Easthampton 
Mr. Roy E. Moor, Teaching Fellow 
Harvard University 
8 Prescott Street, Cambridge 38 


MICHIGAN 


Mr. LaurENcE F. Casey, Atty. 
Ford Motor Company 
3000 Schaefer Road, Dearborn 
Mr. JoHN L. GLOBENSKy, Atty. 
Gray & Gray 
120 Pipestone Street, Benton Harbor 


MINNESOTA 


Mr. JosepH S. ABDNOR, Asst. Atty. Gen. 
209 State Office Building, St. Paul 1 
Mr. James P. McDONNELL, President 
Minnesota Taxpayers Association 
1645 Hennepin Avenue, Minneapolis 3 


Mr. LLoyp F. WILkeEs 
Tax Research Counsel 
Minnesota Taxpayers Association 
702 Empire Bank Bldg., St. Paul 


MISSOURI 


Mr. CLARENCE V. Burns, Asst. Secy-Treas. 
American Zinc, Lead & Smelting Co. 
1600 Paul Brown Bldg., St. Louis 


NEBRASKA 


Mr. Leonarp D. Bronper, Research Director 
Nebraska Citizens Council 
427 Sharp Bldg., Lincoln 


NEW JERSEY 


Mr. E_mMo G. VALLE, C.P.A. 
126 Market Street, Paterson 


NEW YORK 


Mr. BERNARD ABRAMSON, C.P.A. 
51 Chambers Street, Suite 511, New York 7 
Mr. HENRY J. DoHRMANN, Manager 
Tax Department 
Celanese Corporation of America 
180 Madison Avenue, New York 16 
Mr. JOHN F. Durry, C.P.A. 
Charles Pfizer & Co., Inc. 
11 Bartlett Street, Brooklyn 
Mr. Doucias ERSKINE, Manager 
Tax Department 
Arabian American Oil Company 
505 Park Avenue, New York 22 
ANTHONY H. HENELT, Tax Manager 
P. Lorillard Company 
119 West 40th St., New York 18 
Mr. Rosert S. HERMAN, Economist 
New York State Budget Division 
State Capitol, Albany 
Mr. Jacos M. Hortzman, C.P.A. 
57 Lincoln Road, Brooklyn 25 
Mr. CHARLES KLEM, Vice Pres. 
New York Stock Exchange 
11 Wall Street, New York 
Mr. K. E. LACHMANN 
P. O. Box 20 
Grand Central Station Post Office, New York 
Mr. C. FRANCIS MAHANEY 
Mahaney & Pontolillo 
115 Genesee Street, Utica 
Mr. Morris Raucn, C.P.A. 
475 Fifth Avenue, New York 17 
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Mr. SAMUEL SHECHET, C.P.A. 
Shechet & Shechet 
$05 Fifth Avenue, New York 17 
Mr. Leo SpaANporr, C.P.A. 
Kohleriter & Spandorf 
113 West 42d Street, New York 36 
Mr. Rospert C. SULLIVAN 
Kennecott Copper Corporation 
161 East 42d Street, New York 17 
Mr. RoLanp S, TREMBLE, Manager 
Tax Section 
American Car & Foundry Co. 
30 Church Street, New York 


OHIO 


Mr. STANLEY J. Bowers, Deputy Tax Comr. 
Ohio Department of Taxation 
State Office Bldg., Columbus 
Mr. Ropert G. KATZENMEYER 
212 North De Peyster Street, Kent 


PENNSYLVANIA 


Mr. Henry C. BEERITS 
Library, Bureau of Municipal Research 
311 South Juniper Street, Philadelphia 7 
Mr. Harotp M. Covert, Jr. 
Mutual Benefit Life Insurance Co. 
1142 Hamilton Street, Allentown 





NATIONAL TAX JOURNAL 


Mr. GEORGE §. Forde, Revenue Comr. 
Department of Collections 
City Hall Annex, Philadelphia 7 
Mr. F, P. Turner, Jr. 
Tax Accountant 
Aircraft-Marine Products, Inc. 
2100 Paxton Street, Harrisburg 


TEXAS 


Mr. KENNETH MCCALLA, General Counsel 
Texas Railroad Association 
P. O. Box 1023, Austin 66 


WISCONSIN 


Mr. Don M. SOULE 
432 Sidney Street, Madison 3 


CANADA 


RoBert B. Dace-Harris, Esq. 
McDonald, Currie & Co. 
80 King Street, West 

Toronto 1, Ontario 
STANLEY E. Epwarps, Esq. 
4 Marmion Avenue 
Toronto 12, Ontario 
J. L. Stewart, Esq., Q.C. 
6 Shorncliffe Avenue 
Toronto 12, Ontario 





STATEMENT OF THE OWNERSHIP, MANAGEMENT, 
CIRCULATION, ETC., REQUIRED BY THE ACT 
OF CONGRESS OF AUGUST 24, 1912, As 
AMENDED BY THE ACTs OF MARCH 
3, 1933, AND JuLY 2, 1946 


Of National Tax Journal, published quarterly at 
Lancaster, Pennsylvania, for October 1, 1952. 


STATE OF CALIFORNIA \ 
CouNTY OF SACRAMENTO 


Before me, a Notary Public in and for the State 
and county aforesaid, personally appeared Ronald B. 
Welch, who, having been duly sworn according to 
law, deposes and says that he is the Business Manager 
of the National Tax Journal and that the following 
is, to the best of his knowledge and belief, a true 
statement of the ownership, management, etc., of 
the aforesaid publication for the date shown in the 
above caption, required by the Act of August 24, 
1912, as amended by the Acts of March 3, 1933, 
and July 2, 1946 (section 537, Postal Laws and 
Regulations), to wit: 


1. That the names and addresses of the publisher, 
editor, managing editor, and business manager are: 


Publisher—National Tax Association, P.O. Bor 
1799, Sacramento 8, California. 


Editor—J. Keith Butters, Soldiers Field, Boston 63, 
Massachusetts. 


Managing Editor—None. 


Business Manager—Ronald B. Welch, P.O. Box 
1799, Sacramento 8, California. 


2. That the owner is: National Tax Association, 
non-stock corporation, chartered in the District of 
Columbia, whose principal office is located at 1020 N 
Street, Sacramento 14, California. 


3. That the known bondholders, mortgagees, and 
other security holders owning or holding 1 per cent 
or more of total amount of bonds, mortgages, of 
other securities are: None. 


(Signed) Ronatp B. WetcH, Business Manager. 


Sworn to and subscribed before me 
this 22nd day of September, 1952. 
(Signed) Bess L. Bieser, 


Notary Public, County of Sacramento, 
State of California. 


Commission expires January 17, 1954. 

















NATIONAL TAX ASSOCIATION 


Organized 1907 — Incorporated 1930 
OBJECT. The National Tax Association is a non- arian 
and non-profit-making educational organization. Its eT as rae a i 
certificate of incorporation, is to educate and benefit its members and ot | 
g the scientific study of taxation and public finance; by ex sin 
research; by calling, preervng, and difwing eeniie informations 
organizing conferences; by appointing committees for the i investigation of op 
cial problems; by formulating and announcing, through the 
pressed opinion of its conferences, the best informed thought and ripest dmin 
trative experience available; and by promoting better understanding of th 
common interests of national, state, and local governments in the Units 
States and elsewhere, in matters of taxation and public finance and interstal 
and international comity in taxation. : 


MEMBERSHIPS. The Association welcomes to its membership, § 
mutual discussion and deliberation, all who may be interested in taxation ; 
public finance generally. Annual dues are: junior memberships for individual 
under thirty-five years of age, $5; senior memberships for government ag 
and educational institutions and their personnel, $10; senior memberships fa 
other individuals and organizations, $15; sustaining memberships, hig 
$1,000. - 

PUBLICATIONS. The Nationat Tax Journat is published q 
in March, June, September, and December. Puscatieipess of the nell 
ferences on terton which re sponsored by the Amocition ae publied 
after the meetings. The Journat and the PRocEEDINGS are sent to m 
without charge. To non-members the price of the JouRNAL is $5.00 per 
single numbers, $1.50. The prices of the PRocEEDINGs vary; that of the 19: 
volume is $6.75. % 


Applications for membership, orders for publications, and general ir 
should be addressed to Ronald B. Welch, Secretary, National Tax 
P.O. Box 1799, Sacramento 8, California. 








OFFICERS 
H. Crype Reeves, Kentucky Commissioner of Revenue, President 


The above officers ex-officio, the two ex-presidents who have last held office, 
nine elected members, and two honorary members 


Elected Members Ex-Presidents 


Spencer E. Bates, Commissioner of Finance and Wnuusm A, SuTHERLAND, Attorney, Wa 
Taxation, State of New York and Atlanta 


a Rit, Colifeenic Stave Beard of Atrrep G. BUEHLER, University of Pens n 

Wuusm F. Connetty, Connecticut Tax Com- 
missioner 

J. C. Evans, Attorney, Nashville 

Roszar S. Forp, ee ty, ie Honorery Members 

KenNETH W. GEMMILL, ‘ttorney, p AK Eaton, D of 


Moarnazn M. Kassutt, Deputy Commissioner of Dominion of Canada 


Taxation and Finance, State of New York 
R. H. Wareaman, Texas & Pacific Railway Com- Par T. Crane, Controller of Revenue, 


pany and Missouri Pacific Lines, Dallas of Ontario 












